FINANCIAL AND MONETARY POLICY STUDIES ~ 


DN 
» 


De Nederlandsche Bank 


A FRAMEWORK Economic Research 
WO) 


MONETARY STABILITY 


Papers and Proceedings of an International Conference organised by 
De Nederlandsche Bank and the CentER for Economic Research at 
Amsterdam, The Netherlands, October 1993 


Edited by 

J. Onno de Beaufort Wijnholds, 
Sylvester C.W. Eijffinger and 
Lex H. Hoogduin 


Kluwer Academic Publishers 


; _ AFRAMEWORK FOR MONETARY STABILITY 


—_— 


r : é, fe 


FINANCIAL AND MONETARY POLICY STUDIES 


Volume 27 


The titles published in this series are listed at the end of this volume. 


A FRAMEWORK FOR MONETARY 
STABILITY 


Papers and Proceedings of an International Conference organised 
by De Nederlandsche Bank and the CentER for Economic 
Research at Amsterdam 


Edited by 


J. ONNO DE BEAUFORT WIJNHOLDS 
De Nederlandsche Bank, Amsterdam and University of Groningen, 


The Netherlands 


SYLVESTER C.W. EIJFFINGER 
CentER for Economic Research and Tilburg University, The Netherlands 


and 


LEX H. HOOGDUIN 
De Nederlandsche Bank, Amsterdam, The Netherlands 


» & 
i 
pv 
KLUWER ACADEMIC PUBLISHERS 
DORDRECHT / BOSTON / LONDON 


Library of Congress Cataloging-in-Publication Data 


A framework for monetary stability : paper and proceedings of an international conference 
organised by De Nederlandsche Bank and the CentER for Economic Research at Amsterdam, 
The Netherlands, October 1993 / edited by J. Onno de Beaufort Wijnholds and Sylvester C.W. 
Eijffinger and Lex H. Hoogduin. 

p. cm. -- (Financial and monetary policy studies ; 27) 
ISBN 0-7923-2667-9. (HB : acid free paper) 
1. Monetary policy--Congresses. 2. Banks and banking, Central- 
-Congresses. I. Beaufort Wijnholds, J. A. H. de. Il. Eijffinger, 
Sylvester C. W. III. Hoogduin, Lex H. IV. Nederlandsche Bank. 


V. Center for Economic Research at Amsterdam. VI. Series. 
HG230.3.F72 1994 
332.4'6--dc20 93-45987 


ISBN 0-7923-2667-9 (HB) 
ISBN 0-7923-3173-7 (PB) 


Published by Kluwer Academic Publishers, 
P.O. Box 17, 3300 AA Dordrecht, The Netherlands. 


Kluwer Academic Publishers incorporates the publishing 
programmes of D. Reidel, Martinus Nijhoff, Dr W. Junk and MTP Press. 


Sold and distributed in the U.S.A. and Canada 
by Kluwer Academic Publishers, 
101 Philip Drive, Norwell, MA 02061, U.S.A. 


In all other countries, sold and distributed 
by Kluwer Academic Publishers Group, 
P.O. Box 322, 3300 AH Dordrecht, The Netherlands. 


Printed on acid-free paper 


All rights reserved 
© 1994 by Kluwer Academic Publishers 
No part of the material protected by this copyright notice may be reproduced or 
utilized in any form or by any means, electronic or mechanical, 
including photocopying, recording or by any information storage and 
retrieval system, without written permission from 
the copyright owner. 


Printed in the Netherlands 


TABLE OF CONTENTS 


Foreword 
Introduction 


Part A — Thursday October 21, 1993 
Wim F. Duisenberg 


Opening Speech by the President of De Nederlandsche Bank 
David Mullins Jr. 


Keynote Speech by the Vice Chairman of the Federal Reserve Board: 


A Framework for Monetary Stability — A Policy Maker’s Perspective 


Session I — The Final Objective of Monetary Policy 


Charles Freedman 

Formal Targets for Inflation Reduction: The Canadian Experience 
Stanley Fischer 

The Costs and Benefits of Disinflation 

John Driffill 

Comment on C. Freedman: Formal Targets for Inflation Reduction: 
The Canadian Experience 

José Luis Malo de Molina 

Comment on S. Fischer: The Costs and Benefits of Disinflation 


Session II — The Position of the Central Bank 


Alex Cukierman 


Commitment through Delegation, Political Influence and Central Bank 


Independence 

J. Onno de Beaufort Wijnholds and Lex Hoogduin 

Central Bank Autonomy: Policy Issues 

Eduard Bomhoff 

Comment on A. Cukierman: Commitment through Delegation, 
Political Influence and Central Bank Independence 


Xl 


ies) 


oF 


vi 


Manfred J.M. Neumann 
Comment on Onno de Beaufort Wijnholds and Lex Hoogduin: Central 


Bank Autonomy: Policy Issues 


Session III — The Design of Monetary Policy 


Benjamin M. Friedman 

Intermediate Targets versus Information Variables as Operating Guides 
for Monetary Policy 

Otmar Issing 

Monetary Policy Strategy in the EMU 

Alexandre Lamfalussy 

Comment on B.M. Friedman: Intermediate Targets versus 

Information Variables as Operating Guides for Monetary Policy 

Paul de Grauwe 

Comment on O. Issing: Monetary Policy Strategy in the EMU 


Dinner Speech by Wim F. Duisenberg: To Cut or Not to Cut Interest 
Rates: Some Remarks on the ERM 


Part B — Friday October 22, 1993 
Session IV — The Application of Monetary Policy 


Andrew D. Crockett 

Rules versus Discretion in Monetary Policy 

Manuel Guitian 

The Role of Monetary Policy in IMF Programs 

Jacques J. Sijben 

Comment on A.D. Crockett: Rules versus Discretion in Monetary Policy 
Henk Jager 

Comment on M. Guitian: The Role of Monetary Policy in IMF Programs 


Session V — Monetary Policy and Exchange Rates 


Marcello De Cecco and Francesco Giavazzi 

Italy’s Experience within and without the European Monetary System: 
A Preliminary Appraisal 

André Icard 

Monetary Policy and Exchange Rates: The French Experience 

Gunter D. Baer 

Comment on M. De Cecco and F. Giavazzi: Italy’s Experience within 
and without the European Monetary System: A Preliminary Appraisal 
Ralph C. Bryant 


Comment on A. Icard: Monetary Policy and Exchange Rates: The 
French Experience 


103 


109 


135 


149 


153 


157 


165 


185 


Zhe 


217 


221 


239 


25% 


263 


Session VI — Monetary Policy in Eastern Europe and Latin America 


Richard Layard 
Can Russia Control Inflation? 
Rudiger Dornbusch 


Stabilization and Monetary Reform in Latin America 
Oleh Havrylyshyn 


Comment on R. Layard: Can Russia Control Inflation? 
Guillermo Ortiz 


Comment on R. Dornbusch: Stabilization and Monetary Reform in 
Latin America 


Sylvester Eijffinger 
A Framework for Monetary Stability - General Report 


List of Participants 


Vil 


269 


283 


2s) 


305 


309 


ook 


Foreword 


~ 


Recently, De Nederlandsche Bank in cooperation with the CentER for 
Economic Research of Tilburg University organised an international conference 
on monetary policy. This volume contains the papers, comments and speeches 
given on that occasion. The organisation of such a conference and the 
publication of this book were possible only through the efforts of a number of 
people. More in particular I would like to thank the organising committee (prof 
Onno de Beaufort Wijnholds, assoc prof Sylvester Eijffinger, dr Lex Hoogduin 
and Broos van der Werff), Hans Haan the conference manager, Imelda 
Drubbel and Nicolette Ligtenberg who constituted the conference secretariat, 
Bert Groothoff who acted as press officer and Eric Schaling for their assistance. 
A special word of appreciation is due to mrs Bodil Andersen (Denmarks 
National Bank) and mr Kumiharu Shigehara (Organisation of Economic 
Cooperation and Development) who accepted the difficult task of chairing the 
meetings which they did most admirably. Of course, a conference cannot even 
take place without participants and cannot be a success without good 
participants. I am very pleased that we could be the host of the eminent group 
of people who in my view made the conference such a success. Before the 
conference I thought it would be a one-time-event. After the event I am not so 
sure. 


Amsterdam Wim F. Duisenberg 
November 1993 President of De Nederlandsche Bank 
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Introduction 


During October 20-23, 1993 an international conference took place at the 
Grand Hotel in Amsterdam under the theme “A Framework for Monetary 
Stability”. This conference was organised by De Nederlandsche Bank and the 
CentER for Economic Research of Tilburg University. The aim was to discuss 
various aspects of monetary policy within a limited circle of high-ranking 
central bankers and prominent monetary economists from universities and 
research institutes from all over the world. In fact there were participants from 
all continents. It was felt that an interaction between central bankers and 
academics could be a fruitful exercise, not only in terms of an exchange of 
views, but also because it might contribute to a convergence of thinking on 
monetary policy. 

In this volume the papers presented at the conference, the contributions of 
the discussants, the speeches given and the general report in which the 
conference was summarised are published. The outline of this book reflects the 
programme of the conference. After a short opening speech by President 
Duisenberg (De Nederlandsche Bank) clarifying the theme of monetary 
stability, Vice Chairman David Mullins Jr. (Federal Reserve Board) delivered 
the keynote speech in which he gave a policy maker’s view of monetary 
stability. 

The conference was further organised in six sessions, three sessions on each 
day. In each session two papers were presented by the authors. Subsequently, 
comments were given by a discussant followed by a general discussion with the 
participants of the conference. The subjects of the sessions were: the final 
objective of monetary policy, the position of the central bank, the design of 
monetary policy, the application of monetary policy, the consequences of 
participating in exchange rate regimes for monetary policy, and monetary and 
financial reform in Eastern Europe and Latin America. At the end of the first 
day, President Duisenberg gave a dinner speech on recent developments within 
and the future of the European exchange rate mechanism. Finally, the papers 
and discussions were summarised and personal conclusions were drawn in a 
general report by Sylvester Eijffinger (CentER and Tilburg University). 

In our view, the material in this book covers a wide variety of issues presently 
discussed with respect to monetary policy. It also makes clear where opinions 


xi 


xi 


differ and on what grounds. Time will tell whether the conference promoted 
the hoped-for convergence of views among the participants. However, it 
certainly increased the degree of understanding of each others position. This 
was clearly facilitated by the lively discussions that took place in the agreeable 
environment in which the conference was held (the former council meeting hall 
of the city of Amsterdam). A list of authors, discussants and other participants 
is given at the end of this volume. 

The editors wish to express their gratitude to all the contributors to this 
volume. They have made it possible that this book can be published relatively 
soon after the conference by submitting their papers in a timely fashion and by 
their general willingness to revise them already at the venue of the conference. 
The issues addressed are therefore still highly topical. We hope the readers will 
benefit as much from reading the papers, comments and speeches as we 
enjoyed organising the conference and editing this volume. 


Amsterdam/Tilburg J. Onno de Beaufort Wijnholds 
November 1993 Sylvester C.W. Eijffinger 
Lex H. Hoogduin 
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Opening Speech 


WIM F. DUISENBERG 
President of De Nederlandsche Bank 


Ladies and gentlemen, 


Good morning, and very welcome indeed to the heart of Amsterdam. 

I would like to welcome you at this conference today, on behalf of De 
Nederlandsche Bank and the CentER for Economic Research of Tilburg 
University. Speaking for the Bank of course I am particularly pleased because 
of the subject you are going to discuss the next two days: I can hardly think of 
an item which should raise more the interest of a central banker than the issue 
of monetary stability. 

I need hardly tell you how important a stable economic climate is. It is a 
prerequisite for the price mechanism to fulfill its allocative role, and thus for 
sustainable economic growth. A sufficiently stable price level also acts as a 
guarantee against arbitrary redistributions of income and wealth, which often 
threaten to destabilize whole societies. This danger has shown itself clearly in 
history, and is quite visible even today. Though the desirability of a stable price 
level is clear in general, actual conditions, alas, differ substantially between 
countries and regions. This gives room to different points of view. Under the 
general theme of monetary stability a rather wide variety of items can be 
identified. 

The programme for the conference makes this visible. In my view it also 
reflects the number of issues which are currently being investigated by our 
profession. It may sound like a truism, but Iam convinced that it is right to say 
- that from a monetary perspective we live in a turbulent time. Let me mention 
as example some of the themes which you will be dealing with at this 
conference. I could for instance point to the preparation of a European 
Economic and Monetary Union, to the vast changes in our financial systems to 
which policy makers (this includes many of you) will have to adapt. Or to the 
struggle for stability in the transforming economies in Eastern Europe and 
elsewhere. Your discussions will therefore focus on highly topical areas. 

I would like to express my sincere thanks to all of you for being present these 
days. Especially of course a word of welcome and thanks to Vice Chairman 
Mullins from the Federal Reserve Board, who has been so kind to come to 
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Amsterdam in order to deliver what will be the real opening address to us this 
morning. 

My special thanks also extend to the participants who have been willing to 
deliver a paper or to act as a discussant in one of the sessions, and of course also 
to those chairing the meetings. 

Looking at the list of participants one gets the impression that a careful 
balance has been struck between the worlds of monetary policy makers on the 
one hand and, may I call them, monetary academics on the other hand. At the 
same time a large variety of countries is represented today. In fact somebody 
from every continent of the world is present here. This could bring fruitful 
discussions in which we all may benefit from your specific knowledge, 
background, and experience. 

The ingredients for a stimulating and interesting conference seem to be in 
place. It is up to you to fulfill this promise. 

Now, I am very pleased to give the floor to Mr Mullins who will speak on ‘A 
framework for monetary stability : a policy maker’s perspective’. 


A Framework for Monetary Stability — A Policy Maker’s 
Perspective 


DAVID W. MULLINS, JR. 


Vice Chairman, Board of Governors of the Federal Reserve System, Washington, D.C. 


I am pleased to initiate this conference by exploring a number of the issues to 
be addressed more rigorously in later sessions. My focus will be that of a prac- 
titioner, one who attempts to deal with these issues on a daily basis. 

I shall begin with the ultimate objective of monetary policy. From my 
perspective, that of a U.S. policymaker, the ultimate objective is not price 
stability. The ultimate objective of monetary policy is to maximize economic 
growth, to maximize economic well-being and to contribute to the advance- 
ment of living standards. Ultimately, the source of legitimacy for monetary 
policy is the extent to which policy contributes to economic welfare. 

What can monetary policy do to contribute to maximum growth? Of course, 
this is where price stability enters the equation. Most central bankers are 
guided by the conviction that creating an environment of price stability is what 
monetary policy can do to contribute to the goal of maximizing economic 
growth. Thus, I do not view price stability as an end in itself, but as the means 
through which monetary policy can contribute to the ultimate objective of 
maximizing economic well-being. Central bankers are likely to be able to 
sustain and justify the objective of price stability within the political system and 
with the public only to the extent that a convincing case can be made that price 
stability contributes in a substantial way to increased economic well-being. 

This linkage between price stability and economic growth may seem obvious 
and fully accepted in many countries. Indeed, it is now almost universally 
accepted that high rates of inflation — double digit inflation rates— are damaging 
to an economy and detrimental to economic welfare. This was the lesson of the 
1970s — inflation is an impediment to growth, not an engine of growth. 

Unfortunately, there is a less well established case against moderate, single 
digit levels of inflation on the order of a 4% annual inflation rate. I am aware 
of very little definitive, convincing evidence on the magnitude of the benefits 
and the costs associated with disinflation from moderate single digit levels of 
inflation. And, different countries reflect very different views on whether such 
inflation levels are acceptable or detrimental. For example, one suspects the 
Germans would judge 4%-—5% inflation as unacceptably high, but in the 
United States the political system and the public seem reasonably content with 


5 


J.A.H. de Beaufort Wijnholds, S.C.W. Eijffinger and L.H. Hoogduin (eds.), A Framework for Monetary 


Stability, pp. 5-15. 
© 1994 Kluwer Academic Publishers. Printed in the Netherlands. 


6 


U'S. inflation that has averaged 4%-—5% over the last decade. 

In my view, 4% inflation is unacceptably high. I do think there is a good case, 
a sound rationale to conclude that reducing inflation from the 4%—5% level to 
a deminimis level (taking into account measurement bias) is on balance 
beneficial, perhaps significantly beneficial. However, in some countries such as 
the United States, this case has yet to be persuasively made and widely 
accepted. } 

The case against moderate inflation centers on the elimination of economic 
distortions engendered by inflation even at the 4% level. For example, absent 
tax indexation, even low inflation rates produce substantial increases in the real 
effective tax rates for investors and businesses adversely affecting investment. 
Of course, indexation of taxes for inflation, rejected numerous times by the 
U.S. Congress, would eliminate this drag on investment and growth. A simpler 
solution is to essentially eliminate inflation. More generally, the elimination of 
inflation should minimize real interest rates across the maturity spectrum by 
minimizing risk or uncertainty premia. And, low real interest rates and low 
effective tax rates encourage investment-producing growth in productivity, the 
only reliable path to sustained growth in living standards. This is the chain of 
reasoning connecting price stability and enhanced economic well-being. I 
believe it provides a compelling case against complacency with moderate 
inflation; a strong argument for seeking to achieve truly deminimis inflation 
levels as the practical objective of monetary policy. 

It is worth noting that, to achieve these benefits, it is not just actual, 
measured inflation that must be reduced. Inflationary expectations must be 
reduced. This is because it is expected that inflation is built into long-term bond 
rates and wage contracts, and inflation expectations guide long-term 
investment decisions by businesses and consumers. This makes the task more 
difficult because markets have long memories; so do consumers and business 
executives. It takes a long time to build inflationary expectations into markets 
and into the attitudes of decision makers, and at least as long to extinguish 
inflationary expectations. Reducing firmly entrenched inflationary expecta- 
tions is far more difficult than dousing a temporary, cyclical runup of inflation 
above the mean expected level. 

This is particularly relevant to the current prospects for inflation in the 
United States. Although U.S. inflation has averaged 4%-5% over the last 
decade, recent inflation trends and underlying inflation fundamentals suggest 
the possibility of a change in inflation regimes; specifically, a return to the 
deminimis levels of inflation experienced in the early 1960s. A commensurate 
reduction in inflationary expectations would logically lead to the establishment 
of a sustainable low interest rate and high stock price capital market environ- 


ment similar to that prevailing in the early 1960s. The result would be enhanced 
growth. 
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Of course, if the recent U.S. inflation performance turns out to be simply the 
trough in a cyclical variation around an unchanged inflation mean of 4%, then 
the capital market environment is likely to revert to the less hospitable 
structure of the 1980s. If this occurs, this chance for a significant downward 
adjustment in inflationary expectations — an opportunity that appears only 
once every decade or so — will be lost. Thus, in the current U.S. environment, 
price stability and the enhanced economic growth it engenders seem within 
reach, but this achievement is by no means assured. 

Another. issue concerns the relationship between the objective of price 
stability and the economic stabilization objective assigned to many central 
banks. Some argue that there exists a trade-off between these two objectives. 
In an economic downturn, monetary authorities can be more stimulative only 
at a cost — the risk of higher inflation. 

However, many central bankers disagree and instead argue that there is a 
supportive, symbiotic relationship between the objectives of price stability and 
economic stabilization. Credibility enhances the effectiveness of monetary 
policy as an economic stabilization tool. If markets are convinced that a central 
bank is committed to price stability, then in an economic downturn, short-term 
interest rates can decline markedly without engendering inflationary fears and 
counterproductive movements in long-term interest rates. Without credibility, 
the benefits of reduced short-term interest rates should be to some extent offset 
by the adverse impact of inflationary fears on the long-term end of the yield 
curve. Therefore, a credible commitment to price stability provides a fulcrum 
that amplifies and enhances a central bank’s effectiveness in economic 
stabilization. 

A similar line of reasoning applies to fiscal policy. But, it seems most fiscal 
policy makers have failed to establish a credible anchor that enhances 
effectiveness in stabilization. If markets are not confident that there is a long- 
term commitment to fiscal discipline, to low deficits, then the expansionary 
force of fiscal stimulus will be diminished by the contractionary force 
engendered by higher interest rates that reflect market concerns about higher 
deficits in the long term as well as near term. 

Examination of the issue of stabilization leads to the next topic I would like 
to address — the recent economic cycle most industrialized countries have been 
struggling through. Within this cycle, the United States appears to be 
somewhat ahead of many countries. While there may exist significant 
differences in this economic cycle in different countries, it may, nonetheless, be 
useful to share some insights gained from the U.S. experience. 

Some, but not all, elements of the U.S. experience of the last three years 
seem roughly consistent with what academic economists have called the “credit 
view” of monetary economies; others call it “debt deflation.” The process has 
also been described as one of balance sheet adjustment and repair. The 1980s 
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were characterized by asset price inflation as well as debt growth at 
unsustainable rates leading to an inevitable adjustment. 

Why did this happen? Why did the 1980s see a decade-long borrowing 
binge? There were no doubt many components contributing to this 
phenomenon including changes in financial institution regulatory policies, tax 
policies and the like. But this was a worldwide phenomenon occurring 1n many 
countries. Thus it is not clear how much responsibility should be assigned to 
country specific, idiosyncratic factors. While there may be much left 
unexplained, it may be useful to sketch some of the significant broadly based 
underlying factors contributing to the leveraging behavior of the 1980s in the 
Gis? 

In my view, the decade of the 1980s was characterized by an unprecedented 
degree and pace of financial innovation fueled by technological advances. This 
resulted in increased access to debt that challenged and undermined traditional 
norms of leverage. 

Why the 1980s debt binge? A simple view is that before the 1980s, many 
economic agents could not get the debt. In the 1980s, for the first time, they 
could get the debt. And, in the context of a long economic expansion, they got 
a bit too much debt leading to the adjustment experienced in the early 1990s. 

Who got the debt? First, consumer debt increased markedly. There have 
been two periods of discontinuously rapid consumer debt growth in the U.S. 
The first was in the 1950s with the introduction of the credit card, and the 
second was the 1980s when technology propelled the spread of credit more 
broadly within the U.S. population. For example, point of sale credit 
authorization systems made possible tight credit control and allowed banks to 
qualify people with incomes below the poverty line for credit cards. Later in the 
decade securitization reinforced credit availability at reasonable cost. 
Technology reduced the administrative cost of credit origination and 
administration. 

Who else gained expanded access to credit in the 1980s? Business borrowers 
with bond ratings below investment grade gained access to the depth and cost 
efficiency of the public bond market for the first time with the development of 
the high yield (or “junk”) bond market in the late 1970s. The rapid 
development of this market provided growing, accelerating access to a vast 
group of borrowers. Access to the high yield bond market played a pivotal role 
in fueling the boom in mergers and acquisitions and leveraged buyouts that in 
turn contributed to an upward spiral in asset values based, in part, on 
unrealizable expectations. The high yield bond market grew explosively in the 
1980s, but possessed only a short history to gauge riskiness. For example, 
research suggests investors may have underassessed default risk, and pricing 
may have outrun fundamentals. 


But it was not just below investment grade, junk bond issuers who expanded 
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leverage. Why did investment grade companies substantially increase their use 
of debt in the 1980s? Before the development of the below investment grade 
bond market, many firms pursued low debt ratio, high bond rating capital 
structure policies for fear of losing access to debt in poor economic times. The 
development of the high yield bond market provided an apparently reliable 
source of funds for high debt ratio firms. Enticed by the advantages of leverage, 
such as the tax benefits of debt financing, many investment grade firms 
concluded that they could safely lower their target bond ratings, increase their 
target debt ratios without risking a loss of access to the market even under 
adverse circumstances. Many others were coerced into abandoning 
traditionally conservative debt ratios and increasing debt by the threat of a 
takeover financed by high yield bonds. As a result, during the decade of the 
1980s large U.S. firms’ average bond ratings fell from AA to B, their average 
debt to total capital ratio increased from about 25% to close to 50%. 

Then in 1989, the high yield bond market disintegrated leaving firms with 
below investment grade bond ratings without access to the bond markets and 
threatening lower rated investment grade firms with loss of access in bad times. 
Firms were faced with the necessity of reducing their leverage ratios to ensure 
continuous financing for their business activities. Research documents that 
issuing equity is costly leading many firms to implement a process of 
restructuring designed to generate internal cash flows to work down high debt 
ratios. 

There were, of course, many other components of this experience. 
Overbuilding and asset price inflation in commercial real estate; asset price 
inflation in agricultural and residential real estate; bank lending collateralized 
by reflated, market values of real estate and other assets such as leveraged 
buyouts. The subsequent collapse of these asset price spirals left banks with 
damaged capital bases igniting retrenchment within the banking system and 
tightened credit conditions throughout the economy — the so-called “credit 
crunch.” Globalization and securitization helped transmit these forces of 
financial expansion and contraction. 

Thus, in my view, financial innovation played an important role in fueling 
the leveraging in the 1980s. It increased access to debt, challenged and made 
obsolete time-honored leverage norms. And, in the context of a long period of 
expansion, the result was garden variety overshooting in some asset values and 
in leverage. This process went beyond sustainable levels; an adjustment was 
unavoidable. When the process collapsed, businesses, consumers and financial 
institutions were left with excess debt and impaired net worth. 

The adjustment process is one of balance sheet adjustment, and it is 
fundamentally different from a cyclical episode, an overheated economy 
leading to an inventory adjustment. In the traditional cycle, faced with excess 
inventories, firms cut production sharply and lay off workers temporarily. The 
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adjustment takes two or three quarters to bring inventories into line. Their laid 
off workers are recalled, and production is increased markedly. The result is 
the classic “V-shaped” recession and recovery; it is clear to all when the 
economy is in recession and when recovery is under way. 

A balance sheet adjustment process is quite different. With a capital 
structure out of line, firms do not cut production sharply. Maximum cash flow 
is needed to pay down excess debt. The adjustment involves minimizing asset 
investment, cutting overhead, eliminating every nonessential worker and 
layoffs that appear permanent. The adjustment process goes beyond simple 

inancial restructuring. Many firms viewed this as an opportunity to initiate a 
comprehensive restructuring to enhance cash flow. The process of 
restructuring and redressing an overly extended capital structure takes not two 
or three quarters, but perhaps two or three years or longer. 

The result is a much different pattern from a traditional economic cycle; no 
sharp downturn, no sharp rebound; instead a protracted period of sluggishness. 
The inevitably slow pace of this adjustment process, the focus on painstakingly 
cleaning up old problems, rather than looking to the future, is, I think, quite 
damaging to public sentiment, to the attitudes of consumers and business 
people. Because the structural dynamics of this balance sheet adjustment 
process differ so fundamentally from a typical cyclical episode, simple 
comparisons with earlier cycles are not particularly useful nor insightful. 

What are the primary policy implications of this analysis? This balance sheet 
adjustment process takes time to work through. I doubt that this sort of 
adjustment process is sharply and quickly responsive to macroeconomic policy 
actions. Nonetheless, the deleveraging process is inherently disinflationary, 
and monetary policy can play a useful role. 

But, in the initial stages of adjustment, the role of monetary policy is one of 
facilitating and accelerating the adjustment process. As U.S. interest rates 
have been reduced in the early 1990s, the initial force of monetary ease was 
channeled not into new spending, but into the financial restructuring process to 
reduce debt burdens; firms issuing equity to pay down debt not for new 
spending; consumers refinancing mortgages rather than purchasing new 
homes; banks replenishing depleted capital bases rather than expanding 
lending. This is, of course, not wasted energy, but important work for 
monetary policy, for it advances the day that business and consumers can turn 
to renewed spending, banks to renewed lending. 

This is the process of balance sheet repair under way in the United States; a 
process that is gradually turning the corner from repair to spending. Business 
capital spending is now growing. Consumers are spending now at a moderate 
pace; consumer installment debt is growing, no longer contracting; the housing 
market is picking up; and banks having replenished depleted capital bases are 
now in a position to expand lending. Thus, in this sort of adjustment process 
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monetary policy is effective, but compared to a traditional recession, it takes 
longer to foster growth in spending. 

Another consequence of these financial processes is distortion of the tradi- 
tional relationships between monetary aggregates and economic activity. 
Financial innovation has altered monetary aggregates. The financial system is 
no longer simply the banking system with money on one side of the balance 
sheet and credit on the other side with the central bank in firm control of the 
whole system. With the complexity of the modern financial system, the vitality 
of financial innovation, the trends toward securitization and globalization, 
many wonder whether monetary authorities will ever again be able to depend 
upon one simple summary statistic as an intermediate monetary target to gauge 
the stance and progress of policy. 

The current adjustment process has distorted the relationship of M, and 
nominal GDP in the U.S. With banks restructuring, borrowers deleveraging, 
and investors offered convenient access to higher yields in the capital markets, 
funds are flowing from banks to bond and stock mutual funds. Contrary to 
normal experience in a declining interest rate environment, M) velocity is 
increasing, and M,> has lost, perhaps temporarily, its traditional usefulness 
foreshadowing nominal growth. While it might be possible to define a new, 
broader monetary aggregate incorporating flows to mutual funds, recent 
experience raises doubts concerning how long it would retain its usefulness. 

In my view, the loss of a simple, mechanical relationship between monetary 
aggregates and economic activity is not debilitating to policy makers. It does 
require policy makers to examine a wide range of indicators, information 
variables as guides to policy. And, ample guides exist. There is still ample infor- 
mation within money and credit flows, price data and forward-looking 
indicators of real economic activity. As always, a process of judgment is 
required in weighing and assessing a wide variety of indicators coalescing these 
inputs into a policy conclusion. Some central banks have turned to targeting 
inflation rates directly. In view of the long time lags between monetary policy 
actions and the impact on inflation, one has to be wary of policy induced 
amplification of cycles from inflation rate targeting. 

While in my view there is no loss of efficacy from the de-emphasis of the 
monetary aggregates, policymakers have lost, perhaps only temporarily, a 
useful tool for communicating the process and progress of policy to the 
markets, the political system, and the public. 

There is a broader issue for policy suggested by our recent experience. When 
one surveys the experience of the 1980s and the adjustment of the 1990s, it is 
clear that this process of asset price inflation and leverage overshooting and 
retrenchment is at least as damaging to the economy as a traditional economic 
cycle, at least painful and costly as a traditional recession. 

It is useful to reflect upon the role monetary policy might have played in 
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creating these problems and attempt to identify policy actions that might avoid 
a recurrence of this sort of cycle. What can be done to attenuate asset price 
misalignments, excessive debt growth and thus avoid the costly consequences 
for the real economy? Indeed, one might suspect a monetary dimension in debt 
growth and asset price inflation. The complex, rapidly evolving global financial 
system underscores the need to examine rigorously our recent experience in 
search of lessons useful in avoiding or reducing the severity of similar episodes 
in the future. For example, in view of recent experience, is a focus on consumer 
price stability alone sufficient? 

While I shall defer a full discussion of policy implications to be derived from 
those experiences, it is worth noting one clear implication. The complexity of 
our recent economic and financial environment raises serious new doubts 
concerning the feasibility of a monetary policy based upon simple rules, as 
opposed to a policy guided by the exercise of discretion by monetary 
authorities. 

The final topic I would like to address briefly is the issue of central bank 
independence or autonomy, a topical issue in a number of countries. 

The concept of an independent central bank in a democratic society is not an 
obvious one. One is reminded of this in discussions with officials of emerging 
democracies. Such officials are instructed that government should be run by the 
elected representatives of the-people, with relatively short terms for elected 
government officials for tight political control by the populace — except for 
control over money and the economy which is to be ceded to unelected 
economists. This approach seems not obviously derived from democratic 
principles. 

As a practical matter the argument in favor of an independent central bank 
is empirical. Central banks with some measure of independence from direct 
political control simply perform better in terms of keeping inflation under 
control. The empirical evidence supporting this conclusion is compelling. One 
would expect that independent central banks perform better in terms of 
contributing to higher economic growth because of this better inflationary 
performance, but the evidence is less iJluminating on this point. 

It is especially important to articulate the persuasive empirical case for 
central bank independence in the current political climate. In the past these 
issues seemed less prominent, in part because central banks were less 
publicized. Now central banks are highly visible. In view of protracted, sluggish 
economic conditions, high unemployment, the sense by some that inflation 
seems “under control,” central banks’ performance, structure, and the 
objective of price stability may well come under increased public and political 
scrutiny. 

Of course, an independent central bank is legitimately derived from 
democratic principles because this independence is granted by statute through 
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the democratically elected political process. For this reason, the credibility of 
central bank performance and structure in the political and public arena is quite 
important. No central bank is truly independent. The independence granted by 
statute can be eliminated at any time by a vote of the legislature. 

Such debates are not inappropriate in a democratic society. It is not 
unhealthy periodically to require institutions to defend their performance, to 
argue, to justify their existing structure or make the case for an improved 
structure. 

And, an important point our host, President Duisenberg, often makes is that 
central bank independence is created not just by statute. Regardless of statute, 
independence is earned through performance; the painstaking process of 
creating credibility with markets, the political system, and the public, through 
doing what is right and necessary and exercising the political sensitivity to do 
this. This earned independence exists almost independent of statute. It is 
difficult to create and easy to lose and, I might add, quite difficult to capture in 
traditional research methodologies on central bank independence. 

Nonetheless, central banking statutes are important in defining the nature of 
the selection process for monetary policymakers. This, I believe, is even more 
important than statutory objectives for monetary policy, because the nature of 
the selection process helps determine whether central banks are able to attract 
policymakers capable of creating credibility and true independence. 

There are currently several proposals in the U.S. to alter the structure of the 
Federal Reserve. I shall not provide a detailed analysis of these proposals nor 
a defense of the existing structure. I would, however, note characteristics of 
these proposals. 

The proposals to change the Federal Reserve do not focus primarily on the 
Board of Governors nor on the structure of the district Federal Reserve banks. 
The focus of these structural proposals is squarely on the FOMC, the Federal 
Open Market Committee, the monetary policy-making body of the Federal 
Reserve System. The target of these proposals is the determination of 
monetary policy. 

In general, these proposals seek to change the selection process for FOMC 
' members, the composition of the monetary policy-making body. There are 
many aspects of these proposals with potentially far-reaching implications for 
the structure and performance of the Federal Reserve. But, the simplest result 
would be to increase substantially the voting percentage of the FOMC selected 
by an incumbent administration and Congress. In contrast to the existing 
structure in which a US. President in a four-year term has very little chance of 
appointing a majority of the FOMC, in the proposed structures, a U.S. 
President in a four-year term would seem almost assured of appointing a voting 
majority of the FOMC. Of course, this may also alter the type of people 
appointed to policymaking positions. 
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A concern is whether such a change in the selection process for the FOMC 
would result in a monetary policy more attuned to short-term political 
pressures, rather than longer-term economic needs. Indeed, some have 
observed that, in view of the performance of U.S. fiscal policy compared with 
U.S. monetary policy, it is not obvious that it would be wise to put those 
responsible for fiscal policy in charge of monetary policy as well. 

Nonetheless, this is a legitimate debate in a democratic society. A central 
bank must be prepared to participate effectively in these debates because 
despite a measure of independence in the formulation and implementation of 
monetary policy, all central banks are extensions of the political system. And, 
it is encouraging that in many countries, despite difficult economic conditions, 
the debate concerns granting additional autonomy to central banks. 

Before concluding, I should acknowledge that I have omitted many 
important monetary policy issues including the interaction of different 
countries’ monetary policies. This is an increasingly important issue in an 
increasingly interdependent world bound together not only by world trade but 
by global capital markets. The issue of policy coordination is also deeply 
imbedded in a set of political issues, especially those associated with national 
sovereignty. These issues are sufficiently complex and important to warrant 
extensive analysis. 

Let me sum up with reference to a longer-term time frame. In many ways, 
monetary policy has been very successful during the past decade. Motivated by 
the inflation of the 1970s and its consequences, a remarkable consensus has 
emerged concerning the wisdom of pursuing a monetary policy predicated on 
price stability. Much progress has been made in implementing sound monetary 
policies around the world. 

Nonetheless, I do not think this is a time for complacency. Memories of the 
inflation of the 1970s are receding replaced by new problems. The difficult 
economic environment of the 1990s — high unemployment and sour public 
sentiment — has already taken an impressive toll through the political system 
resulting in the rejection of numerous incumbent governments and the 
dimming of some of the bright promise of substantially liberalized world trade 
regimes. One must be particularly vigilant that our notable progress on 
instituting sound monetary policies does not fall victim to this climate of 
political disaffection. 

I have sought to provide a policy practitioner’s viewpoint: on several 
monetary policy issues. In this environment, central bankers need to make a 
convincing case that price stability enhances economic welfare, that even 
moderate single digit inflation is damaging. Central bankers need to 
understand and help others understand the nature of the economic and 
financial adjustments underway in the current environment. And, central 
bankers need to make a persuasive case as to the efficacy of autonomy in 
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controlling inflation and in enhancing economic growth. In all of this, I have 
stressed the importance of building a rigorous case on these issues and 
communicating and articulating that case within the political system and with 
the public. 

This is why central bankers take economic research very seriously. 
Economic research provides the foundation for our work, the basis for the 
positions we articulate in the political system and with the public. And, this is 
why a conference such as this one is so useful. 
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SESSION I: THE FINAL OBJECTIVE OF 
MONETARY POLICY 


Formal Targets for Inflation Reduction: The Canadian 
Experience 


CHARLES FREEDMAN! 
Bank of Canada 
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In early 1991 the Bank of Canada and the Government of Canada jointly 
announced targets for reducing the rate of inflation. Canada thus joined New 
Zealand in employing a formal target path for inflation reduction as an 
important tactical element to aid in the achievement of the objective of price 
stability. 

In the first section of this paper I set out the background situation leading up 
to the introduction of the targets. I then turn to the objectives that the targets 
were intended to achieve and to some of the issues that had to be resolved in 
developing the targeting framework. Finally, I assess our experience to date 
with the targets and draw some tentative conclusions from this experience. 


1. THE BACKGROUND LEADING UP TO THE ANNOUNCEMENT OF THE 
TARGETS 


Monetary policy in Canada, as in many other countries, has as its goal the 
achievement and maintenance of price stability. By fostering confidence in the 
value of money, monetary policy makes its contribution to the ultimate 
objective of public policy — a well-functioning economy’. 

Even though the achievement and maintenance of price stability is the 
longer-term goal of monetary policy, central banks have found it useful to have 
an intermediate nominal target to help them guide monetary policy over the 
. short and medium term. Such a target acts as an anchor to help the monetary 
authorities avoid cumulative errors. For countries on a fixed exchange rate 
regime, the exchange rate can serve as a nominal anchor to the system, 
provided that the partner country has a domestic nominal anchor. For 
countries on a flexible exchange rate regime, monetary aggregates, credit 
aggregates and nominal spending are all potentially useful intermediate targets 
for monetary policy. The ability of such variables to function effectively as 
intermediate targets is based both on the stability of their empirical relationship 
to the goal variable and on their relationship to the instrument of monetary 
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In Canada, the narrow monetary aggregate M1 was used as the intermediate 
target of monetary policy between 1975 and 1982. It was dropped asa target in 
1982 primarily because innovations by Canadian financial institutions resulted 
in the introduction of new financial instruments which significantly weakened 
the linkage of M1 to nominal spending’. With the demise of M1 as a target, the 
Bank embarked on a protracted empirical search for an alternative monetary 
aggregate target, but no aggregate was able to bear the weight of being a formal 
target. Instead, the Bank used both monetary and credit aggregates in the 
lesser role of information variables or guides to policy. Although nominal 
spending was considered as a possible intermediate target, there were a 
number of practical reasons for not choosing to make nominal spending the 
formal target of policy’. Thus, from 1982 to 1991 monetary policy in Canada 
was carried out with price stability as the longer-term goal but without 
intermediate targets or any specified time path to the longer-term goal. 


2. THE OBJECTIVES OF THE INFLATION-REDUCTION TARGETS 


The inflation-reduction targets were jointly announced by the Bank and the 
government on February 26, 1991. The government’s announcement came as 
part of its annual budget, while the Bank issued a press release? and a 
background note’ setting out practical details regarding the operation of the 
targets. 

The targets set out an explicit path towards price stability. The first 
guidepost was set for the end of 1992 (22 months after the announcement) and 
provided for a 12-month rate of increase in the CPI of 3% (more precisely a 
band of 2 to 4%), to be followed by a band of 1 1/2 to 3 1/2% for mid-1994 and 
1 to 3% by the end of 1995 (See Figure 1.) It was specified that after 1995 there 
would be further reductions of inflation until price stability was achieved’. 

The targets were intended to achieve both near-term and longer-term 
objectives. In the near term they were intended to prevent the price shocks that 
were then buffeting the economy from leading to a further wage-price spiral 
and to help reduce the prevailing inflation expectations. In the longer term they 
were designed to make more concrete the commitment of the authorities to the 


goal of achieving and maintaining price stability and to add to the credibility of 
that goal. 


(i) Near-term objective 
Although the rate of inflation had remained relatively flat in the 3 to 4% range 


in the mid-1980s (following a period of double digit inflation in the late 1970s 
and early 1980s), from 1987 on inflationary pressures heated up as spending 
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Figure I Consumer price index (year-over-year percent change). 


pressed against the productive capacity of the economy. Even though the goal 
of price stability was re-iterated in very clear fashion in 1988° and monetary 
conditions were progressively tightened over the period between 1987 and mid- 
1990 (with the exception of a short period following the 1987 stock market 
crash) there was a clear intensification of inflationary pressures and inflation 
expectations were further entrenched. Even after the economy slowed and a 
gap began to open in output and labour markets, price and, especially, wage 
inflation were slow to decline. Moreover, the sharp rise in oil prices following 
the invasion of Kuwait and the anticipated rise in the price level resulting from 
the replacement of the existing federal sales tax at the manufacturers’ level by 
a broader VAT-type goods and services tax (GST) at the beginning of 1991 
raised concerns about a deterioration of inflation expectations and the possibil- 
ity of additional upward pressure on inflation. In the background note setting 
out the operational framework for the targets, the Bank noted that “the 
- outlook for inflation seems at present to be unduly pessimistic in a number of 
quarters in Canada” (Bank of Canada [1991c], (page 11). By providing a clear 
indication of the downward path for inflation over the medium term the key 
near-term aim of the targets was to help firms and individuals see beyond the 
shocks to the level of prices to the underlying downward trend of inflation at 
which monetary policy was aiming and to take this into account in their 
economic decision making. 
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(ii) Longer-term objective 


By making explicit the path to price stability, the announcement of the targets 
was aimed at facilitating the achievement of the longer-term goal of price 
stability. To quote from the background note once again, “if Canadians begin 
to base their economic decisions on this declining path for inflation, the 
objectives can be readily achieved and will contribute to lower interest rates” 
(Bank of Canada [1991c], page 11). 

Although the Bank had long been on record regarding the ultimate goal of 
price stability, it was becoming apparent that this general commitment to price 
stability was not having the desired effect on inflation expectations and that it 
would be useful to buttress it by either an intermediate target or an explicit 
downward path for inflation. In the absence of a viable intermediate target, this 
argued for inflation-reduction targets as a way of making more concrete and 
more credible the nature of the commitment. 

Moreover, since the targets were presented as a joint commitment of the 
Bank and the government to inflation reduction and price stability, it was made 
clear that the government was supportive of the price stability goal’. It had 
earlier been argued that the credibility of this goal and the willingness of indi- 
viduals and companies to act on it was lessened by the concern that the 
government was not fully committed to it and that such a goal would therefore 
not be achievable. This concern was heightened by the fact that the longer-term 
inflation projections in the budgets of preceding years did not seem to be 
consistent with the Bank’s announced goal of price stability’”. The projections 
in the 1991 budget, in contrast, were entirely compatible with the inflation- 
reduction targets". 

To the extent that the credibility of the inflation-reduction objective was 
enhanced by the targets, the adjustment of inflation expectations could be 
accelerated. The costs of adjustment to lower inflation could thus be reduced 
and monetary conditions could be easier than otherwise would have been the 
case. Although it was not clear that the announcement of the targets would 
have any such short-run effect on expectations, it was anticipated that, at a 
minimum, the achievement of the first milestone at the end of 1992 would 
enhance the credibility of the subsequent targets and hence facilitate the 
achievement of these targets as well as the movement to price stability 
thereafter. . 

Finally, by providing information on the specific objectives to which the 
monetary policy actions of the Bank would be directed, the targets were 
intended to make the Bank’s actions more readily understandable to financial 
market participants and to the general public. They would thus provide a better 
basis than before for judging the performance of monetary policy and would 
further improve the accountability of the Bank. 
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3. ISSUES REQUIRING RESOLUTION DEVELOPING THE TARGETING 
FRAMEWORK 


In establishing targets for inflation reduction, there were a large number of 
decisions that had to be made, some technical and some of a more substantive 
nature. In this section I examine a number of the issues that arose in the course 
of planning the framework for the targets. 


(a) How fast should the decline of the target path for inflation be? 


This issue is, of course, simply a variant of the long-standing debate in the 
economics literature on gradualism versus “cold shower” policies!”. In that 
literature, the existence of long-term contracts, lags in adjustment of 
behaviour, and lags in the adjustment of inflation expectations all argue for 
more gradual disinflation. On the other hand, credibility notions and, in par- 
ticular, the possibility that a more rapid disinflation could break entrenched 
expectations could argue for a more rapid disinflation. 

In the consideration of various target paths for inflation reduction, similar 
factors came into play. The lags in the response of the Canadian rate of inflation 
to changes in monetary policy have traditionally been long, both as a result of 
institutional characteristics (such as the widespread use of two and three year 
contracts in labour markets) and expectational sluggishness’*. At the same 
time, the path had to depict a clear downward trend in inflation if there was to 
be any gain in credibility. In the event, it was decided to opt for a rather gradual 
path, in which the rate of inflation fell by 1 percentage point in total over 3 years 
after the initial 3% target at the end of 1992. The gradualism of the targeted 
pace of disinflation was related to the fact that we were moving down into 
ranges of price inflation not seen for almost three decades. There was therefore 
considerable uncertainty about how the economy would react and how feasible 
a more rapid pace of disinflation would be. 


(b) What measure of inflation should be used? 


The two principal contenders for this role were the CPI, or one of its variants, 
and the GDP deflator. The CPI was chosen, in large part because it is the most 
commonly used measure of inflation and it is the most relevant measure for 
most Canadians. The widespread acceptance and understanding of the CPI by 
Canadians was particularly important given the role of the targets as a means 
of communicating the aim of monetary policy. There were also more technical 
reasons for preferring the CPI: it is available on a monthly basis and hence can 
be tracked regularly; it is published in timely fashion without long delays; and 
it is almost never revised. 
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In order to emphasize trend movements in inflation and not short-term fluc- 
tuations, the targets focussed on the 12-month rate of increase of the CPI. 
Although the targets are specified in terms of the total CPI, the Bank in practice 
uses the CPI measure which excludes food and energy as the basis for its policy 
actions since it is a better measure of underlying inflation. Since, over time, the 
CPI and the CPI excluding food and energy have tended to move together, 
achieving the target path for the latter would also achieve it for the former. 
Nonetheless, if there were a divergence in the trend movements of the two 
series, it is the overall CPI that would provide the basis for targeting over the 
longer term". 


(c) What is the response to changes in indirect taxes? 


In designing the targets, an approach to large once-off price changes arising 
from increases in indirect taxes had to be developed. It was decided that the 
first-round or direct effects on the CPI resulting from large and unexpected 
increases in indirect taxes would be accommodated, but not their second-round 
effects. Thus, “tax-induced drift” from unexpected changes in indirect taxes 
would be permitted in the price level but not in the ongoing rate of inflation. 
However, since this approach was adopted to deal with unusually large or 
unpredictable tax changes, it was decided (consistent with the treatment of 
trends in food and energy prices) that if indirect tax increases came to occur 
with such frequency and predictability that they constituted a trend, that trend 
would not be permitted to impinge on the targets’. 


(d) What should be done in response to very large price shocks? 


Certain major price shocks would justify a change to the entire target path but 
this should be done only in very unusual circumstances. For example, a very 
large increase in oil prices that could not be prevented from spilling over into a 
broad range of other prices or a widespread natural disaster would be situations 
that might call for a reconsideration of the entire target path to see whether it 
remained feasible, and perhaps for the establishment of a revised target path to 
price stability'®. This provision is not intended to deal with the more typical 
demand and supply shocks that buffet the economy. 


(e) The relationship between the targets and monetary policy 


The way in which the target path was framed and explained is importantly 
related to the nature of monetary policy in a number of ways. 
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(t) Choice of the first target date 

Monetary policy, as is well known, operates with long and variable lags. Hence, 
an attempt to achieve targets for the rate of inflation (or, equivalently, the price 
level) in the very near term would be either impossible or totally inapprop- 
riate'’. Indeed, earlier work at the Bank of Canada had ruled out the near-term 
price level or rate of inflation as a target for monetary policy because it would 
result in large swings in the economy as well as potential instrument instability. 
It seemed appropriate to set the first target almost two years away, at the end 
of 1992, and to focus on rates on inflation in the future, not the present, in 
taking policy actions. 


(ti) The use of bands 

The difficulty in forecasting inflation and the lack of precision in predicting the 
effects of monetary policy actions on inflation also suggested that bands be set 
around the targets. Thus, bands of plus and minus 1% were established around 
the target path for inflation. These ranges were in fact smaller than called for 
by empirical work done at the Bank"®. 

There is a trade-off in such circumstances between the probability of 
successful achievement of the targets and the usefulness of the targets as a com- 
munications device designed to influence expectations. The wider are the 
bands, the higher is the probability of successful achievement of the targets but 
the less useful are the targets in changing behaviour. In the event, it was 
decided to use somewhat narrower bands to avoid the problem that overly wide 
bands might leave the impression that the authorities were not serious about 
bringing inflation down. 


(iii) Deviations from the target 

Unexpected price shocks, for example a substantial increase in the prices of raw 
materials, can result in temporary deviations from the target band. Although 
monetary policy actions cannot be expected to reverse such effects in the very 
short run, actions can be taken to put in train adjustments needed to return the 
trend rate of inflation to the target path. If such shocks were large enough or 
occurred close to the target date, they might push the rate of inflation above the 
band at the announced target date. In such circumstances, policy actions would 
have to be directed to ensuring that the target rate of inflation announced for 
the following period was met”. 

The target path for inflation reduction does not in itself give direct guidance 
on how the instrument of monetary policy should be set. In making judgements 
on the necessary actions to achieve the target path, it is helpful to monitor a 
variety of indicators that stand between the policy instrument and the rate of 
inflation. The Bank of Canada has focussed on such variables as the rate of 
expansion of money (especially the broader aggregates M2 and M2+, which 
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are the best indicators of future rates of inflation), the growth of credit and the 
rate of increase of total spending as guides to policy action. Also, estimates of 
excess demand or supply (or “gaps”) in goods and labour markets are followed 
closely, as are leading indicators of costs, such as wage settlements” . 


4. THE EXPERIENCE TO DATE 


The announcement of the targets in early 1991 was initially met with 
considerable scepticism. Business economists and forecasters expressed doubt 
that the target of 3% at the end of 1992 (2 to 4% band) would be met. In the 
event, the 12-month rate of increase in the CPI at the end of 1992 was 2.1% 
(2.0% for the CPI excluding food and energy), just above the bottom end of the 
band. 

The underlying rate of price inflation was low from early 1991 on although 
this was not widely recognized by the general public for some time because the 
“headline” 12-month rate of increase of the CPI included the various major 
indirect tax increases introduced in the early months of 19917!. The cyclical 
weakness of the economy and the major restructuring of Canadian industry in 
response to increased globalization were key factors putting downward 
pressure on the rate of inflation, initially on prices and subsequently on 
wages”. 

Changes in expectations regarding future rates of inflation appeared to 
become widespread in the latter part of 1991. In part they were related to the 
very slow rate of increase of prices through most of 1991 and the continuing 
decline in the 12-month rate of increase in the CPI. In part, they were linked to 
the perceived sluggishness of the recovery from the 1990-91 recession. As it 
became apparent that this cyclical recovery would be much weaker than past 
recoveries”, some of those who had been sceptical about the likelihood of 
achieving the targets began to change their views. And there was a change in 
the backdrop within which labour negotiations were taking place as it was 
increasingly recognized that the inflationary environment, which had been a 
central part of past negotiations, was quickly receding™. Another sign of 
changing views was the appearance of more and more articles in financial 
advice columns in the newspapers on how to invest in a world of low inflation”>. 

As noted earlier, there were both near-term and longer-term objectives that 
the targets were expected to achieve. The near-term objective, to avoid a 
resurgence of inflation pressures following the once-off price increases related 
to the oil price increase and the introduction of the GST, was clearly achieved. 
Of course, the oil price increase was fortuitously reversed in early 1991 but, on 
the other hand, unexpected increases in excise taxes, especially on tobacco, put 
added upward pressure on price levels. Moreover, the substantial depreciation 
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of the Canadian dollar beginning in late 1991 and continuing through most of 1992 
(13% on an effective basis) provided a further price level shock to the system. The 
absorption of the large shocks to prices from indirect taxes and the currency 
depreciation without a wage-price spiral can be considered a major accomplish- 
ment of policy over the period. The clear statement by the Bank in the context of 
the targets that the first-round effects of such shocks would be accommodated but 
not the second-round effects probably contributed, along with the sluggishness of 
the economy, to the avoidance of a wage-price spiral in response to the shocks. 

As for the longer-run objective of the targets — to facilitate the achievement 
and maintenance of price stability — it is obviously too early to draw firm 
conclusions. Most notably, at this stage of the process it is not possible to be 
definitive about the relative importance of the sluggishness of the economy 
(i.e., gaps in the output and labour markets) and changes in expectations in the 
achievement of the first target at the end of 1992”°. On the one hand, it appears 
that the typical augmented Phillips curve equation for price inflation is able to 
track the broad downward movement of inflation. This suggests that there is no 
need to resort to explanations involving credibility and changes in expectations 
to explain the pace of disinflation in Canada. On the other hand, one can be 
somewhat sceptical about such projections in the uncharted territory of low 
inflation on the basis of an equation estimated over a period in which inflation 
was rarely below 4%*’. One should therefore be cautious about using such 
equations for price inflation to infer that expectational changes have played 
little or no role in the disinflation. 

Of course, it was far from certain that the initial announcement of the targets 
would, in and of itself, have a major effect on expectations. It is evident that 
words without actions are not particularly helpful. However, there is a distinct 
possibility that actions with words can have a stronger effect than actions 
without words. Moreover, even if the announcement of the targets did not have 
much direct effect on the achievement of the first milestone at the end of 1992, 
there is a greater likelihood that with the achievement of the first target the 
credibility of the policy has been enhanced and expectations of inflation 
weakened such that the subsequent targets can be achieved more easily. 


5. SOME TENTATIVE CONCLUSIONS 


Although it is too early to draw definitive conclusions, there are a number of 

points worth noting on the basis of the Canadian experience thus far and I 

would also like to offer some reflections on future developments. 

(i) The targets have played a useful role in communicating and making more 
concrete the Bank’s policy of moving to price stability. The publicity 
attached to the original announcement was very helpful in this regard’, 
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(il) 


(iii) 


(iv) 


(v) 


(vi) 


(vil) 


The original announcement of the targets included an undertaking to 
provide a definition for price stability and to fix a target path for the 
period after 1995. Work has been going on in a number of areas relating 
to price stability and the targets, including the extent of bias, if any, in the 
CPI measure’, the different implications of a target based on a price level 
and one based on zero inflation, whether or not there are non-linearities 
associated with price stability’ and the kinds of changes in economic 
behaviour that will likely emerge as the economy moves from inflation to 
price stability. 

The usefulness of the bands was apparent in the outcome of the first target. 
With the unexpected sluggishness of the economy, the rate of inflation fell 
faster and further than initially anticipated, and this in spite of the fact that 
monetary conditions were easing for most of the period between the 
announcement of the targets and the first target date, the end of 1992. 

The targets were expected to aid the credibility of the price stability 
policy, especially after the first target was achieved. The importance of 
achieving the first target suggests that such targets should not be 
introduced at a time of upward pressure on underlying inflation, but 
rather at a time when there is a realistic chance of getting inflation down. 
Furthermore, one should fix a downward path for the targets that is not 
so steep that it appears impossible to achieve, but sufficiently steep that 
it shows a clear downward trend for inflation. 

In the face of the decline in the rate of inflation to the lower band of the 
first target (about 2%), the question of how to deal with the next target (1 
1/2% to 3 1/2% in mid-1994) came to the fore. The Bank noted in its most 
recent Annual Report (issued at the end of February 1993) that the trend 
to lower inflation appeared to be “on track” to an outcome in the lower 
part of the band. Underlying this statement was a view that it would be 
inappropriate to take action deliberately to push up the rate of inflation 
once it had reached the lower band of the target range, given that the 
longer-term goal was to achieve price stability. 

Although the near-term expectations of inflation remain very subdued in 
Canada there does remain a lingering uncertainty about the longer term. 
This shows up in long-term bond yields which, although down appreciably 
from their peaks, remain high relative both to recent rates of Canadian 
inflation and to their U.S. counterparts*'. These relatively high rates are 
partly attributable to fiscal problems in Canada as well as political 
uncertainties*”. 

Inflation-reduction targets can be thought of as allowing for a form of 
automatic stabilization in response to demand shocks and hence for 
partial stabilization of output fluctuations. Thus, when inflation is above 
the targets monetary conditions will tighten, and the demand pressures 


PH | 


will thereby be mitigated. Conversely, in a weak economic situation with 
inflation declining in line with the targets there is scope for easing in monetary 
conditions and hence providing support for the economy. Thus, as inflation has 
declined in Canada, monetary conditions have eased, with both interest rates 
and the external value of the Canadian dollar down significantly from their 
peaks. And with wage and price inflation under control, the nominal deprecia- 
tion has been translated into a real depreciation. 

In conclusion, I would note that although inflation-reduction targets are 
neither necessary nor sufficient to achieve price stability, it appears on the basis 
of the Canadian experience thus far that they can be very helpful in the attain- 
ment of this goal. As a form of pre-commitment by the authorities to the 
reduction of inflation, they can perhaps be considered as a way of dealing with 
the time-inconsistency problem*’. A comparison of inflationary developments in 
Canada and New Zealand, which used inflation-reduction targets, and those in 
other countries without such targets will provide interesting material for future 
researchers about the role of formally-announced targets in affecting expecta- 
tions and helping to achieve price stability. However, it will be necessary to await 
the inflation results over a whole business cycle before drawing firmer conclusions 
about the role of the targets on the basis of the experience of these countries. 


NOTES 


1. The views expressed are those of the author and do not necessarily represent those of the Bank 

of Canada. 

2. See Bank of Canada (1991a), chapter 2 and Selody (1990) for a detailed discussion of the costs 
of inflation and the benefits of price stability. Lipsey (1990) and York (1990) contain contribu- 
tions to the debate over price stability in Canada and Freedman (1991) provides an overview 
of the debate. 

. Freedman (1983), Thiessen (1983). 

4. These included concerns about the quality and timeliness of nominal spending data, the inability 
of the authorities to achieve such a target with any precision in the short to medium run, and the 
potential for misunderstanding of the actual reach of monetary policy when the central bank 
appears to take responsibility for overall spending in the economy. See Ando et al (1985), pp. 6-9. 

. Bank of Canada (1991b). 

6. Bank of Canada (1991c). 

. Although a precise definition of price stability was not specified when the targets were intro- 
duced, the work that had already been done on the meaning of price stability indicated a rate 
of increase in the consumer price index that was “clearly below 2%”. 

8. Crow (1988). 
9. Having a joint announcement with government at the time of the budget also had significant 
publicity value for the price stability goal. 

10. Parkin (1982), Johnson (1990). 

11. This has also been the case in subsequent budgets. 


12. Ball (1993). 
13. The latter may of course have been related to a lack of credibility after more than two decades 
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In such circumstances, the operating path for the CPI excluding food and energy would be 
different from the target path for total CPI. 


. Thus, for example, if the trend increase in indirect taxes contributed 4 percentage point to the 


CPI, an increase in indirect taxes that resulted in a 14 percentage point increase in the CPI 
would be accommodated to the extent of 4%, not the full 14%. See Bank of Canada (19914). 
A similar provision can be found in the New Zealand framework for achieving price stability. 
In a small open economy operating in a flexible exchange rate regime, sufficiently large 
exchange rate movements could affect the price level in a very short period of time, provided 
the pass-through from the exchange rate to prices was very rapid. Although the authorities 
could in principle try to use exchange rate movements to hit a near-term inflation target, it is 
far from clear that they could influence the exchange rate in such a way as to succeed in 
achieving such a target, nor would it be economically sensible to do so even if it were possible. 
The standard error of estimate of equations explaining the rate of inflation is on the order of 
1%% to 2%. 

In other words, along the path to price stability base drift would be accepted for the price level 
but not for the rate of inflation. 

For details of the way in which such information is incorporated into the policy process, see 
Duguay and Poloz (1993). 

By mid-1991 these various tax changes are estimated to have increased the 12-month CPI 
growth rate by about 212%. 

The wage restraint policy introduced by the federal government at the same time as the targets 
were announced may also have sped up the decline in wage inflation by setting an example for 
wage setting in other sectors, most notably the provincial government sector. 

This can be attributed to a number of factors, including the continuing effects of the debt 
overhang and oversupply of commercial real estate, the weak U.S. recovery and the slowdown 
overseas, low raw materials prices, and the restructuring of Canadian industry. 

In an article in the Financial Post of February 13, 1992 dealing with the decline in strikes in 
Canada the chief economist of the Canadian Labour Congress was cited as saying that low 
inflation may be another reason that some unions have not felt the need to strike over wage 
issues. 

This was spurred on no doubt by the associated declines in interest rates offered on deposits 
at banks and other financial institutions. 

Bank of Canada (1993). 

There are two aspects to this scepticism. Would the simple autoregressive lag continue to 
capture expectations of inflation or would some weight be placed on the target itself? Are there 
previously ignored non-linearities, such as floors on wage changes, that begin to operate as the 
economy approaches price stability but which are not relevant at moderate rates of inflation? 
The Reserve Bank of New Zealand has also issued semi-annual reports on its targets, which 
have served to focus the attention of the public on the targets periodically. 

Crawford (1993a) and Crawford (1993b). 

Summers (1991), Lebow, Roberts and Stockton (1992). 

The differential fell to 55 basis points at one point in the fall of 1992 but subsequently rose to 
more than 100 basis points again. 

The constitutional referendum in the fall of 1992 played an important role in this regard. 

See Barro and Gordon (1983), and Persson and Tabellini (1993). Having an explicit mandate 
in legislation could also be helpful in this regard. 


29 
REFERENCES 


Ando, Albert et al (eds.) (1985) Monetary Policy in Our Times, Cambridge, Mass., MIT Press. 

Ball, Lawrence (1993) “What Determines the Sacrifice Ratio?” in N.G. Mankiw (ed.), Monetary 
Policy, Chicago, University of Chicago Press. 

Bank of Canada (1991a) Annual Report of the Governor for 1990. 

Bank of Canada (1991b) “Targets for Reducing Inflation”, Bank of Canada Review (March), 3. 

Bank of Canada (1991c) “Background Note on the Targets”, Bank of Canada Review (March), 9-15. 

Bank of Canada (1991d) “Targets for Reducing Inflation: Further Operational and Measurement 
Considerations”, Bank of Canada Review (September), 3-23. 

Bank of Canada (1993) Annual Report of the Governor for 1992. 

Barro, Robert J., and Gordon, David B (1983) “A Positive Theory of Monetary Policy ina Natural 
Rate Model”, Journal of Political Economy, 91 (August), 589-610. 

Crawford, Allan (1993a) “Measurement Biases in the Canadian CPI: A Technical Note”, Bank of 
Canada Review (Summer), 21-36. 

Crawford, Allan (1993b) “Measurement Biases in the Canadian CPI”, Bank of Canada Technical 
Report, 64. 

Crow, John W (1988) “The Work of Canadian Monetary Policy”, Bank of Canada Review (Feb- 
ruary), 3-17. 

Duguay, Pierre and Poloz, Stephen (1993) “The Role of Economic Projections in Canadian 
Monetary Policy Formulation”, Canadian Public Policy. 

Freedman, C. (1983) “Financial Innovation in Canada: Causes and Consequences”, American 
Economic Review, 73 (May), 101-106. 

Freedman, Charles (1991) “The Goal of Price Stability: The Debate in Canada”, Journal of 
Money, Credit and Banking, 23 (August), 613-618. 

Johnson, David R. (1990) “An Evaluation of the Bank of Canada Zero Inflation Target: Do 
Michael Wilson and John Crow Agree?”, Canadian Public Policy, 16 (September), 308-325. 

Lebow, David E., Roberts, John M., and Stockton, David J. (1992) “Economic Performance 
Under Price Stability.” Board of Governors of the Federal Reserve System, Economic Activity 
Section, Working Paper Series, Number 25. 

Lipsey, Richard G. (ed.) (1990) Zero Inflation: The Goal of Price Stability, Toronto, C.D. Howe 
Institute. 

Parkin, Michael (1982) “Canadian Monetary Policy and Fiscal Planning: Two Fundamental Incon- 
sistencies”, Paper Presented at the May 1982 Meetings of the Canadian Economics Association, 
held at the University of Ottawa. 

Persson, Torsten and Tabellini, Guido (1993) “Designing Institutions for Monetary Stability.” 
Carnegie-Rochester Conference Series on Public Policy, 39. 

Selody, Jack (1990) “The Goal of Price Stability: A Review of the Issues”, Bank of Canada 

, Technical Report, 54. 

Summers, Lawrence (1991) “How Should Long-term Monetary Policy be Determined?” Journal 
of Money, Credit and Banking, 23 (August), 625-631. 

Thiessen, Gordon G. (1983) “The Canadian Experience with Monetary Targeting.” in Paul Meek 
(ed.), Central Bank Views on Monetary Targeting, New York, Federal Reserve Bank of New 
York, 100-104. 

York, Robert C. (ed.) (1990) Taking Aim: The Debate on Zero Inflation, Toronto, C.D. Howe 
Institute. 


oh y4 PERRI) A Wie 


wi . 
PLL aA, | 


f 
Sat 
‘St 


oe Phike/ J , 


1 ne ee ins an va, sean heath vi 


The Costs and Benefits of Disinflation 
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In the G-7 as in almost all the industrialized countries, inflation is now as low 
as it was during the golden age of 1960-73 (Table 1)'. Thus for many indus- 
trialized countries, the inflation policy question in 1993 is not whether to 
disinflate, but rather how and how far to preserve the gains of the disinflation 
of recent years. Some OECD countries, including Germany, Italy, and Spain, 
still face the challenge of further disinflation, as do formerly medium inflation 
countries such as Chile, Israel and Mexico. 


Table 1. Inflation rates, 1960-93 (CPI, % p.a.). 


1960-73 1973-79 1979-90 1991 1992 1993 


G-7 3.9 9.7 a5 4.3 3.0 2.8 
United States 3:2 8.5 5:5) 4.2 3.0 Shi 
Japan 6.2 9.9 2.9 3:3 Li ‘lea 
Germany 3.4 4.7 2.9 3:5 4.0 4.2 
France 4.6 10.7 6.9 Sy) 2.4 DES 
Italy 4.7 16.1 10.6 6.4 58) 4.4 
United Kingdom Sy! 15.6 TRS) 5.9 Beil 15 
Canada 3.6 9.7 5.6 5.6 eS 2.0 
Australia 3.5 12 2b 8.3 3) 1.0 peo) 
New Zealand 4.9 13.8 11.3 2x6 1.0 1.4 


Sources: OECD Historical Statistics; OECD Economic Outlook, June 1993; forecasts for 1993 
from Goldman Sachs, International Economics Analyst, September 1993, except for New Zealand 
which is form OECD Economic Outlook, June 1993. 


Despite the many rational expectations and game-theoretic related 
advances in the understanding of policy in the last twenty years, the basic 
analysis of the decision of whether to disinflate has not changed much since 
Phelps (1972) set out the cost-benefit approach to monetary planning. At the 
margin, the tradeoff is between the short-run costs of lower output and 
recession associated with the reduction of inflation, and the longer-run benefits 


of a lower inflation rate. 
Although the basic analysis is the same, the last two decades have produced 
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many refinements. The non-vertical long-run Phillips curve, which was.on the 
way out in 1973, has long since disappeared. In its place is the powerful coun- 
terargument that higher inflation may reduce the long-run growth rate. Under- 
standing of the role of policy credibility, the interactions between credibility 
and the speed of disinflation, the institutional design of the central bank, and 
the institutional structure of the economy in determining the costs of disinfla- 
tion and the benefits of low inflation has greatly increased. 

In section 1, I discuss the optimal steady state inflation rate. The costs of dis- 
inflation and the question of how to keep inflation low are taken up in section 
2. In section 3 I discuss the potential for indexation and other institutional 
changes to reduce the costs of inflation. 


1. THE OPTIMAL INFLATION RATE 


The standard account of the costs of inflation’ starts by assuming that all institu- 
tions in the economy are perfectly adjusted for the existence of inflation, equi- 
valently that the economy is indexed to the maximum possible extent. The costs 
of inflation are then the shoe-leather costs, measured by the area under the 
demand curve for non-interest bearing money, and the menu costs of changing 
prices. 

The shoe-leather costs appear to be very small at low inflation rates, with 
Fischer (1981) estimating that a reduction in the inflation rate from 10 to 0% in 
the United States would produce a welfare gain of 0.3% of GNP. Even the 
shoe-leather cost could be reduced by paying interest on bank reserves. There 
is in addition the proposition due to Friedman (1969), that a negative inflation 
rate, implying a zero nominal interest rate (presumably on the closest 
substitute for money in a multi-asset world) would be optimal, since it would 
reduce the marginal cost of holding real balances to zero. Of course, a negative 
inflation rate would incur menu costs of price change, though costs of wage 
change would be reduced since nominal wages would in a world of rising pro- 
ductivity be changed less frequently if prices were declining at a rate close to 
that of productivity growth. 

At the theoretical level, the Friedman proposition has been re-examined in 
a variety of models, and appears to be generally robust. The main exception, 
due to Phelps (1972), is that, given costs of raising taxes, real balances should 
generally be taxed (through inflation), thereby raising the inflation rate above 
the Friedman level. However, as Faig (1985) has shown, real balances should 
not be taxed if they serve as an intermediate good. 

These arguments point to zero as the optimal or target inflation rate in a 
world whose institutions are perfectly adapted to inflation. Institutional non- 
adaptation, for instance the failure to index the tax system, and the tilting of 
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real payment streams in long-term nominal mortgages, typically reinforce the 
zero target. Evidence that the inflation rate and price level uncertainty are posi- 
tively associated further supports the view that the optimal inflation rate is zero°. 


Zero inflation and price stability targets 


Once uncertainty is taken into account, it becomes important to make the dis- 
tinction between a zero inflation target and a target of price stability, meaning 
that the goal is to keep the price level constant and predictable in the long run. 
Suppose that policy succeeds each period in setting the inflation rate (p; — p;-1), 
at zero, up to an identically independently distributed error term, €;, with 
variance 0: 


(Pe — Pes) = € (1) 


Suppose further that the target of policy is a zero inflation rate. Then the 
variance of the price level T periods hence is To”. This means that uncertainty 
over price levels that are distant in time can be very large, even though 
expected inflation over the period is zero. 

If the goal of policy is instead to attain a target-price level, p*, each period, 
and €, is the error, then each period: 


P=p* +e 
= Prt-1 == & — 4 (2) 


Period-to-period price level variability is greater under the price level rule, but the 
variance of the price level T periods hence is only o”: price level targeting increases 
short-term price variability in order to reduce long-term price level uncertainty’. 

There is thus an important distinction between a zero inflation target and a 
price stability target. Period-to-period price level variability (short-run 
inflation variability) will generally be larger with a price stability target than 
with a zero (or any constant level) inflation target. 

Many of the arguments in favor of a zero or low inflation target point in fact 
to the desirability of low long-run price level uncertainty. For instance, the view 

that low inflation encourages long-term nominal contracting’ must be based on 
the assumption that price level uncertainty is lower at low inflation rates. It is, 
but uncertainty about future price levels can differ greatly even for a given 
average rate of inflation. 

A central bank that credibly proclaims a zero inflation target is increasing 
certainty about the price level in the short-run; a central bank that has a 
credible long-term price level target is increasing certainty about the price level 
in the long run. The difference is whether the central bank intends to remove 
the effects of past disturbances on the price level. For instance, a central bank 
with a price level target would after a supply shock aim for a period of deflation, 
whereas a zero inflation central bank would aim to disinflate. 
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The welfare benefits of long-term nominal contracting have not yet been 
analyzed in any serious way. The importance of being able to contract in 
nominal terms for 100 years, as was done in the nineteenth century, is probably 
very small. Of course, the financially unsophisticated who suffer from money 
illusion would benefit from having more certainty about the real value of their 
retirement savings if they saved in nominal form, but the United States 
historical record, in which equities have far outperformed bonds over long 
periods, suggests that such a strategy is in any case a bad one®. We return to the 
topic of the welfare benefits of price stability in section 3. 


Inflation and growth 


The early theoretical articles on the link between inflation and growth generally 
predicted a positive relationship, resulting from the portfolio shift towards real 
capital brought about by a lower real return on money’. Subsequent contribu- 
tions suggested mechanisms through which higher inflation might reduces 
output and growth, most importantly that: real balances serve as a factor of 
production; higher inflation is less certain inflation and price level uncertainty 
decreases the efficiency of the price system; and distortions in the tax system, 
for instance the failure to index taxation of capital income, adversely affect 
capital accumulation. 

Cross-sectional empirical work that includes developing countries finds a 
clear negative ceteris paribus association between inflation and growth. It is 
especially clear that inflation that exceeds 50% per annum is bad for growth. 
But surprisingly, Fischer (1993) shows in linear equations that the statistical sig- 
nificance of the negative association between inflation and growth is stronger 
for inflation below 15% than for higher inflation rates®. Evidence in the same 
paper suggests that higher inflation reduces growth by reducing both capital 
accumulation and productivity growth. There is not yet empirical evidence on 
which of the many potential routes through which inflation negatively affects 
capital accumulation and productivity are most important. 

The negative effects of inflation on growth greatly reinforce the argument 
for a low target inflation rate. The present value of higher future output (and 
therefore consumption) levels implied by lower inflation would offset and, 
depending on the magnitude of the growth effect, could exceed the present 
value of the output losses implied by the need to disinflate — even without taking 
into account the other benefits of lower inflation. 

For the industrialized countries, the key question is the nature of the 
inflation-growth relationship at inflation rates of 5% or less. The Canadian 
debate over a zero inflation (later a price stability) target was influenced by a 
remarkable finding by Jarrett and Selody (1982) that an increase in the inflation 
rate by 1 percentage point would reduce the rate of productivity growth by 0.3 
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percentage points. Some variants of unpublished regressions along similar lines 
for the United States show a significant but smaller negative association 
between productivity growth and inflation, but the result is not robust. One 
obvious explanation, that such a relationship results from business cycle 
phenomena in which productivity growth is highest in the early stages of a 
recovery, when inflation is low, does not receive strong support from the data. 

The low-inflation relationship between inflation and growth is clearly an 
area where further research is needed’. However, such research will be 
impeded by theabsence of many observations of the behavior of economies at 
inflation rates below 3%. It is simply not known at present what would be the 
growth rate effects of a reduction in inflation from a low level of, say, 3% to 1 
or 0%. Further, in this range, inaccuracies in the measurement of prices and 
inflation come into play: it is difficult to know whether a 2% rate of increase in 
the CPI is significantly different from zero. 

I would advance the hypothesis that, as a result of output costs of deflation, 
there is a tradeoff between inflation and the level of output at very low inflation 
rates. If the average inflation rate is low, there will have to be periods of 
deflation to balance inflationary episodes. If there are asymmetries in the 
short-term Phillips curve relationship, the output costs of the deflation periods 
are greater than the output gains during the inflationary periods”. 

In addition, there should be no mistaking the fact that there is an inflation- 
output tradeoff over periods long enough to be politically relevant. At particu- 
lar times, for instance in Germany in 1990, macroeconomic decisions are made 
that affect the inflation and growth outlooks for periods of five to ten years. The 
German decision in 1990 to finance the costs of unification by borrowing meant 
that the Bundesbank would be fighting inflation (and helping create a reces- 
sion) for at least three to four years. A tighter fiscal stance would quite likely 
have permitted both lower inflation and higher growth over the first half of the 
1990s, a significantly long period in anyone’s life. 


Credibility and inflation targets 


It has long been argued that the only credible inflation target is zero — that at 
any other inflation rate, the public will always believe that a little more inflation 
can be accepted. If this is the case, no central bank has any credibility on infla- 
tion, since there is no post-war experience of zero inflation over any sustained 
period. 

It could be that a central bank that succeeded in producing zero inflation 
over long periods would be far more credible than any existing central bank. 
Based on recent experience, though, central banks that succeed in producing 
low inflation (2—4%) succeed in building reputations as defenders of the value 
of the currency. 
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I conclude from this discussion of the optimal inflation rate that there is no 
case for targetting an inflation rate that exceeds 4%, that anyone should be 
comfortable with a 1-3% target, and that we simply do not know whether there 
is any good reason to aim lower. Because of price level measurement errors, 
because I am dubious about the magnitude of economic gains from facilitating 
very long-term nominal contracting, and because of the possibility that there is a 
Phillips curve tradeoff at very low inflation rates, I doubt that the inflation 
target needs to be below 2%. 

The analysis of the benefits of price level stability versus low inflation 
remains to be developed. Note, however, that if it is true that the only credible 
inflation target is zero, and if economic agents form expectations on the basis 
of experience, then central banks need a goal of price level stability rather than 
zero inflation — for with the latter goal, they are very unlikely to produce a zero 
inflation rate ex post". 


2. THE COSTS OF DISINFLATION 


Amidst the debris created by the rational expectations and econometric 
evaluation critique earthquakes, the short-run Phillips curve stands essentially 
intact. Whether because of the lack of credibility of anti-inflationary policies, 
or because of inflationary inertia due to long-term or overlapping nominal 
contracts, contractionary policy to reduce the inflation rate tends to create a 
recession. There is a long list of recent examples. 

The sacrifice ratio, the ratio of percentage points of GNP (at an annual rate) 
lost, to the decline in inflation, is generally estimated to be about 5 in the 
United States!*. At the theoretical level’, it is well understood that the sacrifice 
ratio should depend on the credibility of policy, on the contract structure 
(which is itself affected by economic policy, but that can be taken as predeter- 
mined from the viewpoint of a given business cycle), on the time path of the 
policy change, and on the exchange rate regime. There is considerable 
evidence for the United States that the exchange rate played an important role 
in the disinflation process of the early 1980s. 

It is quite easy to build models in which costless disinflation is possible. All 
it takes is contracts in which wages and prices react to expected policies 
(because expected policies affect expected inflation), and either or both 
sufficient forewarning of the change in policy or a sufficiently clever path for 
the money stock that just offsets the effects of the contract structure on 
inflation. 

However we do not have examples of costless disinflation in the indus- 
trialized economies. There are examples from other countries of substantial 
declines in inflation that have not been accompanied by recession. Between 
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1990 and 1993 both Chile and Israel have seen inflation move from more than 
15% to below 10% per annum during periods of rapid growth. To a considera- 
ble extent these countries are reaping the rewards of lower international infla- 
tion, which has enabled them to reduce the nominal rate of devaluation without 
producing a real appreciation. In the Israeli case, an increase in labor supply. 
helped the disinflation by putting downward pressure on real wages; indeed the 
Israeli disinflation was accompanied by high unemployment as well as high 
growth. 

These examples suggest a low output-cost gradualist and opportunistic 
strategy for reducing inflation: take advantage of favorable cost shocks to 
ratchet inflation down, while seeking merely to prevent the inflation rate from 
rising in the absence of favorable shocks. Such a strategy implies a lower 
average level of output than would be attained if the goal were merely to keep 
average inflation constant, but it does present the possibility of low or zero cost 
disinflation if shocks are favorable. 

This strategy takes a singularly determined and consistent monetary policy 
— one that surrenders neither to the temptation to inflate in normal or adverse 
circumstances, nor to the temptation to increase output when circumstances 
are favorable. The strategy has been carried out by central banks and govern- 
ments of some countries, and is therefore not inherently impossible. 

Once inflation has been brought down, the big question is how to keep it 
low, say within the range of 1-4%, with 2—-3% as the target range. The recent 
literature on central bank independence” suggests that at least in the indus- 
trialized countries, an independent central bank is part of the solution. 
However, the fact that there is no clear relationship between central bank inde- 
pendence and inflation in developing countries makes it clear that something 
more than the statutes of the central bank are needed to make a central bank 
into an effective inflation fighter. Debelle (1993) shows that the inflation per- 
formance of the central bank is typically affected by the preferences of the fiscal 
authority; more generally, the effective independence of the central bank 
reflects the underlying inflationary preferences of the society. 

The success of the Bundesbank in keeping inflation low (though certainly 
not in maintaining a constant price level) has caused it to be viewed as the 
model of a low-inflation central bank. In the academic literature, indepen- 
dence is measured by such characteristics as the clarity of the goals of the bank 
(in the case of the Bundesbank, to preserve the value of the currency) and the 
independence of the board from the government. While the Bundesbank’s goal 
is stated unambiguously, it does not single-mindedly pursue anti-inflationary 
policies without regard to their impacts on output. If it did, the inflation rate in 
Germany would not have exceeded 4% in 1993. Indeed, I believe the statement 
of an unqualified goal, when the goal is in practice qualified, is likely to detract 
from the credibility of policy. Perhaps the appointments process of the 
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president and the board are more important. But most important is the strong 
support of the German public for the goal of low inflation: if that were not the 
case, inflation in Germany would be higher than it has been, and the 
Bundesbank would look like the central bank of Iceland, which has high 
inflation along with a good measure of formal independence. 

The accountability of the central bank has not received much attention in the 
recent academic literature. There are two senses of accountability. First, an 
agency may have to explain its actions and subject itself to cross-examination 
from relevant sources, for instance a parliamentary committee. Second, an 
agency may be held responsible for not achieving its goals, and have to pay a 
penalty for failing to do so. Accountability in the first sense is surely desirable 
in any society that values democracy, the belief that it is possible to learn from 
experience, and the view that the need to explain one’s actions tends to lead to 
a due regard for their consequences. While many central banks have this 
accountability, some — such as the Bundesbank — do not. This lack of accounta- 
bility will ultimately weaken its authority. 

Accountability in the second sense — of being held responsible for achieve- 
ment of the goals of policy —is the distinguishing feature of the new central bank 
law of New Zealand, as well as to a lesser extent the Canadian law. In New 
Zealand, the governor of the central bank reaches an agreement with the 
government on the target inflation rate for the coming year. This rate may 
change to reflect the state of the business cycle, or economic shocks. For 
instance, the target inflation rate could be higher following a supply shock. The 
tradeoff between inflation and output is thus agreed upon between the 
government and the central bank, and the law does not imply that there is no such 
tradeoff. Then the governor of the central bank is held responsible for achieving 
the inflation goal. If he does not, the government has the right to fire him. 

Persson and Tabellini (1993) have shown that the problem of dynamic incon- 
sistency that is at the root of most of the theoretical literature on precommit- 
ment and central bank independence can be solved by adding to the central 
bank’s loss function a term that is linear in inflation. The trick then is to find an 
institutional structure that corresponds to this loss function. That seems to be 
the structure that has been created in New Zealand. Note though, that once 
again the preferences of the society ultimately determine the outcome of 
policy: if the government does not want to keep inflation low, the central bank 
governor will not be charged with that task. 

We do not in this paper discuss alternative operating or intermediate targets 
of monetary policy. In a small country, it may make sense to fix the exchange 
rate, as has Argentina, as a way of precommiting monetary policy. Ora simple 
monetary rule could conceivably help the central bank stay on its anti-inflation- 
ary tracks. Whichever rule is chosen, the central bank is more likely to achieve 
it, the more effective the rule is in helping the central bank attain the ultimate 


39 


goals of policy, the more independent the bank, and the more accountable itis. 
So, how is inflation to be kept low? The prime requirement is that the society 
wants to maintain low inflation. It will reach that determination only through 
a thorough understanding — typically gained through adverse experience — of 
the consequences of failing to keep inflation low. Given that determination, an 


independent central bank or better an accountable central bank can help attain 
the goal. 


3. REDUCING THE COSTS OF INFLATION AND PRICE LEVEL 
UNCERTAINTY 


Given the inevitability of at least occasional inflationary episodes, and given 
the failure of any government in the postwar period to maintain a stable price 
level, the question arises whether it is possible to mitigate the costs of inflation 
and price level uncertainty. The costs of inflation could be mitigated by 
reducing the distortions that arise, for instance, from non-indexation of the tax 
system. The consequences of price level uncertainty could be mitigated by 
providing hedges against unanticipated price level changes, for instance by 
introducing indexed bonds. 

The welfare analysis of such changes is complicated by the general theory of 
the second best. For a given inflation rate and in the absence of other distor- 
tions, the removal of distortions due to inflation would increase welfare. Simi- 
larly, if asset markets were complete except for the absence of an indexed bond 
market, and there were no other distortions in the economy, the introduction 
of an indexed bond would either increase or not reduce welfare.’ 

At a less formal level, it appears likely that the introduction of long-term 
indexed bonds, as in the United Kingdom, would increase economic welfare. 
Such bonds make it possible for individuals to purchase — at a market price — 
secure long-term real income streams, and thereby to avoid the costs of price 
level uncertainty. Many of the fears that were expressed before the introduc- 
tion of such bonds, for example, that they would drive nominal bonds out of 
existence, have not materialized. 

Fischer and Summers (1989) show that under some circumstances, the intro- 
duction of policies to reduce the costs of inflation can reduce economic welfare. 
The problem arises because the initial equilibrium is not a Pareto optimum. 
However, a change of this type that increases the costs of inflation to the gov- 
ernment would not reduce welfare. And the introduction of indexed bonds 
would make inflation more costly at the margin for the government. 
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4. CONCLUDING COMMENTS 


The costs of disinflation are the transitional output loss that should be expected 
during a disinflationary program; the gains are the lower inflation and better 
economic performance associated with it. The evidence points to an inflation 
range of 1-3% as being optimal, with more work being needed to answer the 
question of whether lower inflation within this range is associated with higher 
productivity growth. Once lower inflation is attained, the challenge for policy 
is to preserve those gains. Central bank independence and central bank 
accountability are likely to help keep inflation low, but formal independence 
and accountability will not help unless the society fundamentally supports the 
goal of low inflation. 

There is an important distinction between a long-run inflation target and a 
long-run price stability target. A policy that targets the price level increases 
short-run price variability while reducing long-run price variability. No central 
bank has succeeded in producing long-run price stability in the postwar period, 
and it is not clear that the goal justifies the likely costs. These costs could be 
mitigated by reducing the costs of price level uncertainty, for instance through 
the introduction of indexed bonds, in ways that increase the costs of inflation 
for the government. 


NOTES 


1. Worldwide inflation was accelerating during the 1960’s, but the same statement applies to the 
comparison between 1993 and 1960-68. 

2. For example, Dornbusch and Fischer (1994), Chapter 17, Fischer and Modigliani (1978), 
Fischer (1981), Howitt (1990), and Selody (1990). 

3. However, the direction of causation between the inflation rate and price level uncertainty is 
not self-evident. 

4. Of course, the period-to-period variability of the inflation rate can be reduced by slowing the 
return to the target price level, but it will still remain true that period-to-period price level var- 
iability is greater with a price level target. 

5. Proponents of low-inflation targets often point to the existence of 100-year railroad bonds and 
99-year nominal leases in the nineteenth century. In the United States, Sears has recently suc- 
cessfully sold a 100-year nominal bond. : 

6. Ina lead article on the benefits of low inflation, the Economist explained that it would again 
become sensible to write 99-year leases at a fixed nominal rent. There would in any case be 
enormous real uncertainty about the short-term market-clearing rent over a 99-year period, 
and it is hard to believe that optimal risk-sharing in this case would take the form of a fixed- 
nominal price contract. 

7. See Fischer (1983) for a review of the theory, along with some Latin American evidence 
finding a strong negative relation in practice. 

8. The explanation may be that the basic relationship between inflation and growth is non-linear. 

9. Research on the association between central bank independence (CBI) and inflation, growth, 
and the variance of output and inflation (reviewed and extended in Eijffinger and Schaling, 
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1993) suggests a weak inflation-growth relationship for the industrialized countries. For these 
countries, the data show a negative association between inflation and CBI, but no significant 
association between CBI and growth. 

10. See Tobin (1972). 

11. With a zero inflation target, we would expect though to find significant periods during which 
the average inflation rate is negative. 

12. Gordon (1990) calculates a sacrifice ratio of 6 for the United States; for any given episode, 
there is always some uncertainty about the baseline from which the output loss should be 
measured. Gordon suggests that 6 is also the ratio that should have been expected on the basis 
of evidence available before 1980. 

13. See Ball (1993). 

14. For instance, Cukierman et al (1993), and Eijffinger and Schaling (1993). 

15. Fischer (1986, Chapter 12) presents a complete model in which the introduction of indexed 
bonds increases welfare; in general it is difficult to explain the non-existence of indexed bonds, 
as is shown in Fischer (1986, Chapter 9). 


REFERENCES 


Ball, Lawrence (1993), “What Determines the Sacrifice Ratio?”, in N. Gregory Mankin (ed.), 
Monetary Policy, Chicago, University of Chicago Press. 

Cukierman, Alex, Pantelis Kalaitzidakis, Lawrence H. Summers and Steven B. Webb (1993). 
“Central Bank Independence, Growth, Investment, and Real Rates”, mimeo, World Bank 
(February). 

Debelle, Guy (1993). “Central Bank Independence: A Free Lunch?”, mimeo, MIT (September). 

Dornbusch, Rudiger and Stanley Fischer (1994), Macroeconomics, sixth edition, New York, 
McGraw-Hill. 

Eijffinger, Sylvester and Eric Schaling (1993), “Central Bank Independence: Theory and Evi- 
dence”, CentER Discussion Papers number 9325 (May), Center for Economic Research, 
Tilburg. 

Faig, Miguel (1985), “Optimal Taxation of Money Balances”, unpublished, Stanford University. 

Fischer, Stanley (1981), “Toward an Understanding of the Costs of Inflation: II”, in Karl Brunner 
and Allan H. Meltzer (eds.), The Costs and Consequences of Inflation, Carnegie-Rochester 
Conference Series on Public Policy, Vol. 15, Amsterdam: North-Holland, 5—42 (reprinted in 
Fischer (1986, loc. cit.)) 

(1983), “Inflacion y Crecimiento,” (Inflation and Growth), Cuadernos de Economia, 20, 
(Dec), 267-278. (Sidrauski Memorial Lecture, in English as NBER Working Paper, No. 1235.) 

_—— (1986), Indexing, Inflation, and Economic Policy, Cambridge, MA, MIT Press. 

—— (1993), “The Role of Macroeconomic Factors in Growth”, Journal of Monetary Economics 
(October). 

— and Franco Modigliani (1978), “Toward an Understanding of the Real Effects and Costs of 
Inflation”, Weltwirtschaftliches Archiv, 810-832 (reprinted in Fischer (1986, loc.cit.)) 

— and Lawrence Summers (1989), “Should Governments Learn to Live with Inflation?”, 
American Economic Review, Papers and Proceedings, 79, 2 (May), 382-387. 

Friedman, Milton (1969), “The Optimum Quantity of Money”, in The Optimum Quantity of 
Money and Other Essays. Chicago: Aldine. 

Gordon, Robert J. (1990), “The Phillips Curve Now and Then”, in Peter Diamond (ed.), Growth/ 
Productivity/Unemployment, Cambridge, MA, MIT Press, 207-217. 

Howitt, Peter (1990), “Zero Inflation as a Long-Run Target for Monetary Policy”, in Richard G. 
Lipsey (ed.), Zero Inflation: The Goal of Price Stability, Toronto, C.D. Howe Institute. 


42 


Jarrett, Peter and Jack Selody (1982), “The Productivity-Inflation Nexus in Canada, 1963-79”, 
Review of Economics and Statistics, 64, (August), 361-367. 

Persson, Torsten and Guido Tabellini (1993), “Designing Institutions for Monetary Stability”, 
mimeo, Institute for International Economic Studies, Stockholm (March). 

Phelps, Edmund S. (1972), Inflation Policy and Unemployment Theory, New York, Norton. 

Selody, Jack (1990), “The Goal of Price Stability: A Review of the Issues”, Technical Report 
No.54, Bank of Canada. 

Tobin, James (1972), “Inflation and the Phillips Curve Tradeoff”, American Economic Review, 62, 


1 (March), 1-18. 


Comment on Charles Freedman: Formal Targets for 
Inflation Reduction: The Canadian Experience 


JOHN DRIFFILL 


University of Southampton 


Mr Freedman has described the effects of introducing inflation targets in 
Canada in 1991. The targets provide for a band for inflation, 2 percentage 
points wide, gradually falling over time, with a target of 3% at the end of 1992, 
2.5% in mid-1994, and 2% at the end of 1995. The formulation ofa direct target 
for inflation was chosen in the absence of a viable intermediate target for 
monetary policy. The targets were announced in a joint statement by the 
Central Bank and the Government to demonstrate that they enjoyed wide 
support and to give them credibility. The record on inflation in Canada has 
been that it (the year on year increase in the CPI) fell rapidly in 1991 from 
around 7% to around 2%, where it has remained throughout 1992 and for the 
first half of 1993. (Indeed, it stood at 1.7% per annum at the end of August 
1993.) While the policy has clearly got off to a good start, in that inflation has 
been below and within the bottom end of the target band since the targets came 
into effect, it is clear that the policy has been operating in favourable condi- 
tions. Unemployment has remained very high in Canada. It was 11.6% a year 
ago and in August 1993 it was 11.3% (according to The Economist). Inflation 
in the US has been 2.8% over the last year, and unemployment in the US was 
6.7% in August 1993 (as against 7.6% a year ago). So it appears that labour 
demand has been very weak in Canada, and inflation in Canada’s main trading 
partner has been low. Wage growth in Canada has been low as well (2.7% in the 
year to June 1993), unsurprisingly, and this presumably suggests that price 
increases will remain low over the coming year. The only unfavourable 
‘condition has been the recent depreciation of the Canadian dollar, but that 
appears to have had no effect on the price level. In these conditions, it is 
perhaps little surprise that it has been possible to maintain low inflation in 
Canada. 

What role are the inflation target zones intended to serve? One is to help 
private sector agents form inflation forecasts. In an economy where people are 
making decisions about savings and investments the results of which depend on 
future inflation (among other things), they tend to want to have some sort of 
forecast of future inflation, and government statements about its future policy 
provide one source of information on which forecasts can be based. It helps of 
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course if government policy plans are internally consistent, and plausible, given 
the government’s record. Financial market operators have developed a need 
for some framework for monetary policy. While in the 1970s they may have 
muddled through without there being anything clear, in the 1980s they seem to 
have become more and more dependent on some such model. In the UK, the 
MTES provided it for a while, with planned growth rates of the money stock. 
More recently the policy of shadowing the Deutschemark, and subsequently 
actual membership of the ERM, provided a point of reference. Sterling’s exit 
from which September 1992 left the financial markets adrift and desperate for 
some government statement of policy that would enable them to forecast 
inflation. They were eventually placated when the British government, 
somewhat like the Canadian, announced a target range for inflation. 

Another intended role for the targets is to influence private sector inflation 
expectations downwards and “make more concrete the commitment of the 
authorities to the goal of achieving and maintaining price stability and to add to 
the credibility of that goal.” It is be hoped that if the targets are met, they will 
become more “credible”. The argument underlying this is presumably that if 
the government were seen to be doing the things it said it would do, then people 
might come to believe with more confidence that the government would 
continue in the future to do the things that it says it would do. If such a process 
were at work, the targets would gradually acquire importance as they are given 
greater weight by people in forming expectations about future inflation. The 
targets might be seen as a way for the government to commit itself to the 
announced path of inflation. It might be thought that the effects of the govern- 
ment’s not honouring the target range for the inflation rate would be so bad that 
it was effectively constrained by its announcements, and this would provide an 
escape from the time inconsistency problem. This is clearly the way in which the 
government of Canada would like to see them. 

The test of the policy would occur in the future when the conditions for low 
inflation were less good. The value to a government of keeping to its planned 
inflation rate may depend on its remaining term of office and the prospects for 
re-election, and the effects that alternative policies would have on the 
prospects of re-election. Would a pre-election spending boost improve its 
prospects or not? Would the electorate be more likely to vote for the party that 
has kept to its low inflation promises at the expense of higher taxes, lower 
spending, and higher unemployment? Or would it be taken in by claims that 
high taxes etc. were the reflection not of honesty but incompetence. These con- 
siderations suggest that as elections approach, the discipline imposed by being 
a government that has stuck to its low inflation plans might falter. If this process 
were understood in financial markets, you would expect that the “credibility” 
of the policy would last only as long as did the economic and political conditions 
that made sticking to the original plans attractive to the government, and you 
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might see signs of that, such as increasing interest rates, as elections approach. 

It might be asked whether the introduction of inflation targets has in fact 
done anything to make the maintenance of low inflation more likely to persist 
further into the future? Has this policy provided a framework for price 
stability? It does not seem to have done so. These statements do not do 
anything to commit the government to sticking to a low inflation policy in the 
future when circumstances change, despite the arguments made above. They 
have not taken monetary policy out of the hands of the politicians and put it into 
the hands of an independent central bank like the Bundesbank. (How 
independent is the Bank of Canada? Mr Freedman’s paper was silent on this 
question. In this respect Canada seems to be different from New Zealand, 
another adherent of inflation targets.) They have not abolished the Canadian 
dollar and put monetary policy into the hands of the US Federal Reserve. 
There is no mechanism in place which will prevent the Canadian government 
at some time in the future expanding demand and allowing inflation to rise, in 
response to some shock or some overwhelming political imperative. 

Therefore it seems to me unlikely that the inflation targets would produce a 
“credibility effect”. And indeed the Canadian financial markets do not appear 
to have been completely convinced that this marks a shift to permanent low 
inflation. Mr Freedman remarked that although long term interest rates have 
fallen somewhat, they remain high relative to recent Canadian inflation and 
relative to US interest rates. This suggests that long term inflation expectations 
have not been reduced very much by the new policy. 

The foregoing comments are based on the presumption that there is or has 
been a “credibility problem” afflicting monetary policy in Canada, and that 
without some concrete sign, financial markets and others are not convinced by 
statements that Canadian monetary policy has as its goal “the maintenance and 
achievement of price stability.” They presumably feel that any government, 
whatever its attitudes to inflation and unemployment, would wish to make such 
statements and attempt thereby to lower inflation expectations. Nevertheless, 
Mr Freedman reports that the inflation targets have been useful in Canada. The 
puzzle is to understand why that should be so when simple analysis suggests that 
' they should have had no effect. 

One way that the inflation targets announced by the Canadian government 
might be understood, in the context of economic theory, is in relation to the 
concept which is rather disparagingly called cheap talk in game theory. Cheap 
talk is a signal sent from one player in a game (typically one who has some 
private information) to the other player(s), before the players take the actions 
which affect their payoffs. The cheap talk itself does not affect any payoffs and 
it does not restrict the subsequent choices of actions made by the players. The 
talk is cheap because the messages cost nothing to send. 

This distinguishes it from costly signalling mechanisms, which are useful 
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because the costs of sending signals gives players incentives to send true and 
often revealing signals, in situations when, in the absence of the cost of sending 
the signal, all players would like to send the same signals: educational attain- 
ments signal ability because more able people find the acquisition of educa- 
tional attainments less costly or difficult than do less able people; a signal of a 
strong preference for low inflation, like the pursuit of a very low inflation policy 
even in the face of high unemployment, acts as a signal because it is less costly 
for a government with a strong preference for low inflation than it is for a 
government with only a weak preference for low inflation. Signals work where, 
taking into account the cost, one type of player would not want to emit the same 
kind of signal as the other. In these cases, the signal sent by a player can serve 
to communicate information about that player’s “type”, and provide useful 
information to other players in the game which might affect the actions they 
take. If inflation targets were a signal in this sense, they might affect the 
inflation expectations of the private sector. Presumably, the Canadian 
authorities would like to influence inflation expectations downwards. 

Cheap talk cannot be used as a signal in as wide a set of conditions as can 
costly signals, however. And the inflation targets seem to be more like “cheap 
talk” than costly signals. That is because the targets per se impose no restric- 
tions on the future actions of the authorities, and there is no cost involved in the 
announcement per se of one target rather than another. Therefore, a statement 
that inflation will be in the range 1—3% is unlikely to influence expectations of 
inflation in a downward direction, since all kinds of governments are likely to 
want to announce that inflation will be low, regardless of what they will 
ultimately do about inflation. 

The targets, viewed as “cheap talk”, can nevertheless make a number of 
contributions, in certain circumstances. One possibility is that they focus 
attention on one particular outcome which would have been one of many 
possible equilibrium outcomes of the game without announcements. For 
example, in the monetary policy game analyzed by Barro and Gordon there are 
many equilibria with different inflation rates. (In these the authorities stick to 
a low inflation rate because they believe correctly that, if they were to switch to 
a more inflationary policy, they would find themselves subsequently 
imprisoned by high inflation expectations in a high unemployment/high 
inflation trap.) In this kind of a world, inflation targets might focus attention on 
one outcome, and solve a coordination problem. Perhaps this is what has been 
going on in Canada. 

Another situation in which they can play a role is when the private sector is 
unsure about the government’s objectives, and different kinds of governments 
would like to send out different messages and influence expectations in 
different ways. Such a model was developed by J eremy C. Stein (“Cheap Talk 
and the Fed: A Theory of Imprecise Policy Announcements,” American 
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Economic Review, vol. 79, no. 1, March 1989, 32-42) drawing on an idea of 
Vincent P. Crawford and Joel Sobel (“Strategic Information Transmission,” 
Econometrica, vol. 50, no. 6, November 1982, 1431-1451). He models 
governments of different types as having different exchange rate targets which 
are private information, and having the same target for interest rates. All 
governments would give misleading messages if they gave a precise message 
about their exchange rate target. (It turns out in his example that they would 
signal a larger money supply than they actually would implement.) Precise 
messages would therefore be incredible and of no value. But different 
governments would like to give out different messages. It proves possible for 
vague messages — of the kind “inflation will be between 1% and 3%” — to be 
both credible and informative. In this situation, the “cheap talk” conveys some 
useful information about the preferences of the government. Perhaps the 
inflation targets are serving this kind of function: informative, but sufficiently 
diffuse that the government would not want to deviate from the announced 
actions. The difficulty of rationalizing them this way is that it requires a reason 
as to why different types of governments would like to send different signals of 
future inflation, whereas there seems to have developed a consensus in which 
all governments seem to want to achieve inflation at or around zero. 

Turning from the question of how inflation targets might be rationalized 
theoretically to a narrower and more technical issue, I noted that Mr Freedman 
commented that the width of the target zone — 2% — might be on narrow side 
given the standard errors of one-year ahead inflation forecasts produced by 
econometric equations. I wonder if he need be so cautious on this issue. It may 
be possible to control inflation with greater accuracy than the equations 
suggest. The government and the central bank have tools that they can use 
within the year to affect inflation fairly quickly, and have more tools available 
and can respond to more factors than are represented in econometric forecasts. 
A change in interest rates that affects the exchange rate, for example, 
presumably has a rapid effect on the CPI. A change in indirect tax rates also has 
rapid effects. Moreover, the econometric forecasts were based on equations 
estimated over a period in which inflation targets were not in force, and 
consequently the behaviour of inflation relative to the explanatory variables 
might be quite different than when inflation is a target. Doesn’t this issue recall 
the discussion in the 1960s about the effectiveness of monetary versus fiscal 
policy: if fiscal policy were able to stabilize output perfectly in the face of 
various shocks, there would appear to be no effect of fiscal policy on output. 
And the predictive power of equations which were unable to model the 
principal sources of shocks would be low. 
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Comment on Stanley Fischer: The Costs and 
Benefits of Disinflation 


JOSE LUIS MALO DE MOLINA 


Banco de Espana 


First, I should like to thank the organisers for my last-minute opportunity to 
discuss Stanley Fischer’s paper “The costs and benefits of disinflation”. Despite 
such short notice I was, in view of the great relevance of the subject and the 
author’s authority, unable to resist accepting the role of discussant. My only 
regret is not to have had greater time in which to prepare my comments to the 
extent the subject and the author merit. Unquestionably, the costs and benefits 
of attaining price stability are pivotal to the macroeconomic debate of recent 
decades. They likewise have major and serious implications for the definition 
and pursuit of economic policies, in particular monetary policy. My comments 
will focus on those issues most related to the design and implementation of 
monetary policy from the standpoint of the problems and dilemmas facing 
policy-makers. 

As befits a central bank representative, I should first voice my thorough 
agreement with the basic analysis advocating the necessary anti-inflationary 
priority of monetary policy. This priority is based on the conviction that the 
complementarity of price stability and economic growth is predominant in the 
medium and long term. Such complementarity advises against resorting to 
loose monetary and financial policies aimed at obtaining stimulatory effects on 
activity and employment. Indeed, these effects may prove ephemeral and yet 
harmful for macroeconomic stability. The arguments stressing the adverse 
effects of inflation on growth are robust and forceful. Recent literature has 
generated a large variety of models, from very diverse analytical standpoints, 
_ which have firmed the broad consensus (although there is no unanimity) 
existing on this approach. Professor Fischer has drawn these brilliantly 
together, so it is meaningless to insist on the defence of this issue before 
listeners who I presume are already convinced. 

The predominant approach at central banks towards establishing an explicit 
commitment to price stability ultimately rests on the intellectual conviction that 
long-term growth is determined by real factors. Under the same belief, 
inflation is seen as a predominantly monetary phenomenon which entails high 
costs in terms of distortions in saver and investor decisions, in resource 
allocation and in income distribution (the redistributive effects of inflation 
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adversely affect the incomes of the worst-off or those with less bargaining 

power). However, according priority to price stability says little about the most 

suitable monetary policy stance in different economic situations. The goal of 
price stability cannot mean that monetary policy measures may be adopted 
irrespectively of what the initial situation of the economy is. Tuning the tone of 

monetary policy to cyclical developments without loss of credibility is a 

complex matter that cannot be resolved via the mere resort to principles or to 

final goals. Insistence on price stability as a priority goal should not be cause for 
disregarding the complexity of situations which may arise and which may 
require the pursuance of strategies which are also relatively complex. 

This is an area where central bank officials tend to shun explicitness, so as 
not to stir the ghosts of fine-tuning and prompt an erosion of the credibility they 
have built up. When this question arises, the reply usually given is that the 
application in each circumstance of the final goal of price stability is something 
pertaining to the central banker’s craft, where no specific, explicit recommen- 
dations can be established. 

The main contribution of the Fischer paper is its attempt to step beyond the 
definition of the final goals and place analysis where the concrete facts and 
practical difficulties facing stability-geared monetary policy can be confronted. 
Two possible economic policy recommendations with an appropriate analytical 
grounding may be deduced from Fischer’s paper: 

1. Departing from inflationary situations, the goal of price stability should be 
pursued with a certain — although ambitious — gradualism. Or, tantamount 
to this, the inflation goal assumed by monetary policy cannot be indepen- 
dent of the initial inflation rate. That is a consequence of the irrefutable 
existence of costs in the disinflation process, even though the complemen- 
tarity of economic growth and price stability is predominant in the long run. 
This approach blends fairly well with what has been the virtually habitual 
practice of central banks facing inflationary processes and, moreover, it is 
the rationale underpinning the European Community’s convergence plans. 
But the fact is that the acceptance of possible gradualism which minimises 
the costs of disinflation may give rise to major complications in monetary 
policy management which run the risk of generating situations of temporary 
inconsistency and credibility loss. In this area, then, the empirical evidence 
is perhaps not very favourable to excessive gradualism. According to recent 
research by Lawrence Ball, the results appear favourable to rapid disinfla- 
tion processes. For the OECD countries, Ball found that disinflations that 
were concentrated in a short period of time (say five quarters) implied an 
output loss that was less than half of that resulting from an equivalent disin- 
flation spread out over twice the time. It appears that successful cases of a 
“gradualist” strategy — Professor Fischer cites Chile and Israel in the 1990s 
as examples — appear to be the exception rather than the rule. 
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2. For countries that have moved onto a path of stability, an inflation target of 
1—3% seems sufficient. Regarding this range, it is not clear whether being 
closer to zero inflation is necessarily better than accepting moderate rates 
within said range. 

There is no reason that, at low rates of inflation, the latter should be 
prevented from reflecting the course of the variable constraints of supply and 
demand. It should be remembered that the proper functioning of the economic 
system implies constant changes in relative prices and that the existence of 
information costs and of uncertainty determines asymmetric behaviour 
whereunder reductions in the level of prices are more costly than rises; 
accordingly, a positive rate of inflation — albeit minor — is unavoidable. This 
argument tends to reinforce Fischer’s pragmatic approach and may explain why 
no central bank has succeeded in sustaining absolute price stability or why, in 
the major monetary unions, inflation shows persistent and even systematic 
regional disparities. 

Here, it appears that Fischer’s conclusions can but with difficulty be refuted, 
though the logical fears of the risks inherent to complex situations may be 
evoked. Indeed, it is very difficult to know whether a 2% rate of increase in the 
CPI is really different from zero inflation, but that also entails the difficulty of 
diagnosing the threshold above which persistent inflationary processes may be 
activated. 

Having accepted this approach, criticism of the non-existence of a treatment 

of other situations that are closely connected with the problem at hand can, 
nonetheless, be raised. Given the existence of costs associated with 
disinflation, what should the most appropriate response be in the face of a 
sudden adverse supply or demand shock such as the oil crises or German 
unification? The paper’s approach appears to advocate a certain degree of 
accommodation; but how then can the loss of credibility be avoided? 
Along this same line, another more complex but not thereby less frequent 
situation is that where monetary policy confronts the inflationary consequences 
of the pursuance of inappropriate policies in other economic policy areas. This 
is particularly the case regarding budgetary, labour-market or incomes 
policies. The conventional view is that the stabilising function of monetary 
policy should act as an offsetting or disciplinary factor to these other economic 
policy components. 

However, this approach ignores the fact that monetary policy has a limited 
capacity to offset inflationary effects stemming from other distortions and that 
the rigid upholding of medium- and long-term targets may in turn generate 
some costs and loss of credibility. 

Thus, for example, certain episodes of the recent ERM crisis have revealed 
that attempts to maintain the credibility of the stabilising commitments of 
monetary policy via the exchange rate, through interest rate increases without 
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sufficient adjustment of the other economic policy components, tended to 
erode credibility and foreign exchange stability rather than improve them. 

Clearly, against the problems posed by the specific application of the price- 
stability target, it is most difficult to define a monetary policy implementation 
framework that determines, in each particular circumstance, how the 
authorities should react. 

The reputation models appear to demonstrate the superiority of pre-set 
rules versus discretionary action regarding the behaviour of the authorities. 
However, the experience of the various attempts to design monetary policies 
based on the automatic observance of certain rigid rules of conduct cannot be 
said to have been fully satisfactory. Many countries have, in certain periods, 
attempted to pursue relatively strict rules for the growth of the monetary or 
credit aggregates or for the behaviour of the exchange rate. But it has not been 
possible to pursue such rules with the automatism originally sought. Although 
monetary or exchange-rate targets have played and play an important role in 
monetary policy conduct, central banks have had to resort to certain extent to 
interpretation and discretionary action in pursuing them. 

Numerous factors of instability or volatility mark current financial markets, 
which are heavily deregulated, open to free international capital movements 
and undergoing rapid innovation. If regard is had to such factors, adherence to 
rigid rules for a certain financial variable proves difficult and may have a distorting 
effect. A degree of interpretation or discretionary action is inevitable. 

However, if it is not possible to set automatic rules which translate mechan- 
ically the explicit commitment to price stability, how can the authorities ensure 
that, in the use of their margin of discretion, they do not deviate from the set 
target? The institutional provisions governing the central bank and its decision- 
making bodies thus become a matter of great importance. Who holds this dis- 
cretionary power, and under what rules and guidelines? How is the exercise of 
such power controlled? Such questions are at the heart of the current debate on 
monetary policy and its relationship to the other realms of economic policy. 

The elimination of macroeconomic instability is the main mission of a 
central bank. Most of the time this mission is not a straightforward one. A 
suitable institutional structure offering the necessary independence can be very 
useful, but this should not be seen as the solution to all the problems of anti- 
inflationary policy effectiveness. Indeed, the autonomy of a central bank does 
not depend only on its legal structure; it is also closely linked to its actual 
margin for manoeuvre, which is determined not by legal provisions alone but 
— mainly — by a set of rules of conduct which tacitly or expressly establish its 
relationship to other social and governing bodies. Indeed, a central bank can 
only behave relatively independently, even if its formal independence is 
provided for, when there is sufficient social consensus about the importance of 
preserving the goal of economic stability, as indicated by Professor Fischer. It 
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is not a logical follow-on, therefore, that central bank independence is a 
panacea for complex problems rooted in the culture of economic agents and in 
the structural deficiencies of the economy. 

The credibility of anti-inflationary policies is undoubtedly a key element for 
cutting the costs of disinflation and of maintaining stability. Unfortunately, 
there are no institutional formulae or rules of conduct that can ensure it. The 
ERM experience has been most illustrative in this respect. The mere 
undertaking of foreign exchange stability commitments did not by itself ensure 
the expected credibility benefits in all cases. These were only obtained by the 
countries which acted persistently and consistently with this commitment. 

Further, the contribution of monetary policy to such credibility is limited 
and cannot always offset the indiscipline or inconsistencies stemming from 
other economic policy areas. The anti-inflationary credibility of monetary 
policy hinges crucially on the credibility of the overall macroeconomic policy 
which, in turn, reflects the attitudes of elected governments towards inflation. 

It is thus perhaps best not to address the costs and benefits of disinflation 
confining oneself to the credibility of monetary policy. Reference should be 
made to other economic policy areas — particularly supply-side policies and 
structural reform — which can and should contribute decisively when it comes 
to reducing the costs of disinflation. 

For countries yet to converge towards the moderate inflation rates within 
Fischer’s 1-3% range, and which evidence deep-seated and persistent 
inflationary biases, convergence is a priority task as regards reducing the costs 
of inflation, which no doubt diminishes in relevance once a firm path of stability 
is achieved. Most important in this area, perhaps, is the elimination of the fiscal 
drag via an appropriate correction of tax rates according to the course of 
inflation. 

Lastly, Mr. Chairman, I should like to close my address highlighting the 
contribution that the Treaty of Maastricht has made to clarifying the social 
debate on the final goals of monetary policy and to overcoming the legal and 
constitutional obstacles to central bank independence in many European 
countries. At a time of certain pessimism about the application of the Treaty, 
‘it is only fair that this contribution be acknowledged. 
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SESSION II: THE POSITION OF THE CENTRAL 
BANK 


Commitment through Delegation, Political Influence 
and Central Bank Independence 


ALEX CUKIERMAN* 
Tel Aviv University and CentER 


1. INTRODUCTION 


Politicians in office often delegate authority over some areas of policy to partly 
independent institutions within the public sector. This paper takes the view that 
delegation is used as a partial commitment device. By specifying the objectives 
of an institution more or less tightly and by giving it broader or narrower 
powers, politicians determine the extent of commitment to a policy rule. The 
wider the set of contingencies over which the rule is binding, the stronger the 
commitment. This set is wider and an institution more independent the more 
politically costly it is, for the political principals, to override the decisions of the 
institution. Hence a public institution with broader power in a particular area 
of policy corresponds to a stronger commitment to given restrictions on policy 
in this area. 

A main objective of this paper is to identify economic and political factors 
that induce politicians to delegate more or less authority to semi-independent 
public institutions. Although some of the ideas in the paper probably have 
wider applicability they are illustrated by means of delegation in the area of 
monetary policy. More delegation of authority in this area usually means that 
the central bank has a stronger mandate, as well as a sufficient degree of 
independence from government, to conduct monetary policy so as to achieve 
price stability. 

Besides price stability monetary policy can be directed at achieving other 
objectives such as a high level of economic activity and stabilization policy. In 
addition, inflationary finance can be used to reduce the real value of existing 
government debt. The temptation to use monetary policy to achieve such 
objectives is stronger the more depressed is the economy and the larger the size 
of the public debt. It is well-known that these temptations lead to equilibria in 
which those objectives are not achieved (or only partially achieved), and in 
which the rate of inflation is suboptimally high’. Politicians in office can 
precommit monetary policy by delegating some or all of the authority to 


* Thave benefited from the comments of Eddie Dekel and Matthias Raith. 
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conduct monetary policy to the central bank (CB) and by directing it through 
law or convention to give high priority to price stability. Recent evidence 
reveals that there are substantial cross-country variations in the degree of CB 
independence’. The main objective of this paper is to develop a conceptual 
framework that makes it possible to formulate hypotheses that can account for 
at least some of this variation in CB independence. 

Politicians in office obviously do not have to delegate authority. When they 
decide to do that it is because such delegation serves their purposes. More inde- 
pendence to the CB entails both a benefit and a cost. The benefit is that by 
reducing inflationary expectations a higher level of CB independence reduces 
interest charges on new government debt and moderates wage increases. This 
moderation ultimately makes it possible to stimulate the economy with lower 
inflation. The cost involves a loss in flexibility for the party in office. This 
foregone flexibility could have been useful since its presence would have made 
it possible to engage in stabilization policy and to tax away some of the national 
debt via inflation. There is consequently a tradeoff between the credibility of 
low inflation and flexibility’. In extreme situations government can override the 
decisions of the CB, but such a course of action entails a political cost for the 
party (or parties) in office. 

The above considerations are complicated further when the different parties 

competing for office disagree about the structure of government expenditures. 
In the presence of such disagreements the party currently in office may grant 
some independence to the CB also in order to restrict the ability of the 
opposition (if and when it accedes to office) to spend on public goods which are 
in low priority for the incumbent party’. When it decides how much indepen- 
dence to grant to the CB, the party in office weigh these various elements, 
taking into consideration the likelihood that it will not be re-elected. 
The paper presents a precise analysis of the effect of these different factors on 
the tendency to delegate authority to the CB within a framework in which 
government is uncertain about the future state of the economy as well as about 
how long it will survive in office. The analysis suggests that the delegation of 
authority to the CB is used as a device to reduce interest charges on new 
government debt. The higher the importance attached by government to this 
objective, the larger the level of independence accorded to the CB. 

The analysis also reveals that CB independence is higher the larger the 
average, employment motivated inflationary bias, the larger political polariza- 
tion and political instability? and (under reasonable conditions) the larger the 
amount of funds that government plans to borrow on the capital market. 

After having delegated some authority to the CB, the executive or legisla- 
tive branches of government can redirect monetary policy either by overriding 
the bank openly or by exerting more subtle political pressure on it®. Sections 2 
and 3 focus on the first channel and section 4 on the second one. The extent of 
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political pressure is usually private information and the public learns about it 
gradually, but optimally. The main lesson from the analysis of this case is that, 
while in office, CB governors with lower survival probabilities display less 
resistance to expansionary political pressures than governors with higher 
survival probabilities. Recent evidence supports this implication’. 

Section 2 presents a model of delegation of authority and characterizes its 
equilibrium level. Comparative static results are presented and interpreted in 
section 3. Section 4 illustrates the effect of instability at the CB on the response of 
the latter to infotmal political pressures. This is followed by concluding remarks. 


2. A MODEL OF ENDOGENOUS DELEGATION 
a. An intuitive overview 


This section illustrates some of the ideas in the paper by means of a precise 
model. There are two parties that randomly alternate in office. Both parties 
like a high level of employment and dislike inflation. Due to the existence of 
nominal wage contracts the party in office can affect employment by creating 
unanticipated inflation. Natural employment is affected by real economic 
shocks but is always below desired employment*. Because of the fluctuations in 
the natural level of employment, the value of unanticipated inflation to 
policymakers varies depending on the realization of these shocks. In periods of 
low natural employment, monetary surprises are more valuable than in periods 
with high levels of natural employment. Although they value high employment 
and price stability to the same extent, the two parties have different preferences 
with respect to the composition of government expenditures’. 

The government in office also wants to issue a fixed amount of bonds in order 
to finance the current budget deficit. All bonds are discount bonds. Hence the 
interest charge is paid up front. Other things the same, policymakers like to 
keep financing costs as low as possible. These costs depend in turn on what the 
public believes about the rate of inflation that will occur until the bonds are 
redeemed. If the public believes that inflation will be high, the nominal rate it 
demands is high and the finance charge is large. If the public believes that 
inflation will be low, the nominal rate that needs to be paid in order to place the 
bonds is low and the discount is small. Hence, other things the same, incumbent 
policymakers prefer lower inflationary expectations since they are associated 
with lower costs of financing the national debt. 

But once bonds have been issued, nominal wage contracts concluded and 
real shocks to employment have realized the government in office is tempted to 
inflate. This temptation arises for two reasons. One is that once it is held by the 
public at a fixed nominal rate the real value of debt can be inflated away, thus 
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alleviating the fiscal burden. The other is that given fixed nominal wage 
contracts the divergence between actual and desired employment can be 
reduced by unanticipated inflation. Since the public is aware of these tempta- 
tions it requires a nominal interest that would compensate it for the average 
value of expected inflation. Obviously this raises the cost of financing the 
government debt. As is well known, government can reduce these costs by 
credibly committing its policy to a zero or low inflation at the outset”. 

I focus here on partial commitment through the delegation of authority to 
the CB. In the presence of delegation the bank is directed to focus first on the 
maintenance of price stability. But the political authorities can override its 
decisions at a cost. The larger the level of independence granted to the bank at 
the outset the larger the (political) cost of overriding its decisions and the 
stronger the commitment to price stability. But, given the level of indepen- 
dence, the price stability objective is abandoned if the realization of shocks is 
extreme enough to make the option to renege on it sufficiently attractive’’. The 
stronger the commitment the lower inflationary expectations and the smaller is 
the discount on government bonds. This is a benefit for government objectives. 
But a stronger commitment also entails costs since it reduces government’s 
ability to stabilize employment and to utilize the inflation levy on government 
debt. The level of CB independence is determined by weighing those opposing 
considerations optimally before nominal contracts are concluded and before 
the realization of shocks to natural employment. 

To capture these elements I consider the following six-stage sequence of 
events. In the first stage the incumbent government decides how much 
authority to delegate to the CB. In the second stage it floats a fixed amount of 
discount bonds whose discount is determined by the real rate required by the 
public and by its inflationary expectation. Elections take place in the third stage 
and either the incumbent or the challenging party is voted into office and 
remains there until the end of the game. Nominal wage contracts are concluded 
in the fourth stage and shocks to the natural level of employment realize in the 
fifth stage. In the sixth and final stage the party in office decides whether or not 
to exert pressure on the CB to inflate and if it does — at what rate. Immediately 
after that bonds are redeemed. (A schematic representation of the sequence of 
events appears in Figure 1). 

The benefit of a more independent CB is that higher independence reduces 
inflationary expectations. A cost of higher CB independence is that it restricts 
the ability of politicians to inflate the debt away making it more difficult to 
spend on the type of public good that they like. But, from the perspective of the 
incumbent party in stage 1, this cost differs depending on whether it is re-elected 
or not. Ifnot re-elected, the incumbent party does not value the ability to inflate 
the debt away as much as it values this ability when it is reelected. The reason is 
that in the second case, this ability enables it to spend more on the public 
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goods it likes, whereas in the first case this enables the other party to spend 
more on public goods which the incumbent party does not particularly care 
about. In different words, the incumbent party prefers a stronger level of 
commitment and therefore a more independent CB when it is certain of not 
being re-elected than when it is certain of being elected. 


b. The formal structure 


Viewed from the perspective of the first period, the incumbent party’s 
objective is to maximize 


as(1—n) + BP ike — 7°) + \ABszw + (1 —A)bs7 -$ a = dc(x)], (1) 


BS .b= 07S "6) A= 0x0 
where 


Sx (° — if the political authorities respect the CB authority in stage §) 
c — if the political authorities override the CB decisions in stage 6 / . 


s is the (exogenous) amount of bonds that the incumbent government desires 
to sell (in stage 2), n is the nominal rate of interest necessary to induce the 
public to buy this quantity of bonds. Since government debt takes the form of 
discount bonds the government actually raises funds of size s(1 — n) when it 
places an amount with a face value of s on the market. The parameter a 
measures how much the incumbent government values the ability to raise funds 
and n is the nominal rate of interest. 

The remaining costs and benefits all materialize in the last period. They are 
therefore discounted by the political discount factor of the incumbent — B. 7 
and 7° are actual and expected inflation respectively. The difference a — 7° 
measures the amount of period 6’s inflation which was not anticipated by 
individuals when nominal contracts that are based on 7° were concluded. It is 
well-known that unanticipated inflation has positive effects on employment 
-and output”*. The stochastic parameter x measures how valuable are the effects 
of stimulatory inflationary surprises to the incumbent government. It can be 
thought of as an index of the natural level of employment. The lower natural 
employment, the more valuable are positive surprises and the larger, 
therefore, x’. The important feature of x is that it is not known with certainty 
prior to its realization in the fifth stage. Thus, from the perspective of the first 
stage, in which the level of CBI is chosen, x is a stochastic variable. This is the 
reason for the appearance of the expected value operator, E, in equation (1). 

\ is the probability that the incumbent party is re-elected, 7s measures the 
inflation-induced reduction in the real value of the debt. The terms Bsw and 
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bsa respectively measure the benefit to period one’s incumbent of this 
reduction when he remains and when he does not remain in office. The 
constraint B > b reflects the view that the reduction in the real value of debt is 
more valuable to either party when it is in office. This presumption originates 
from the notion that when it is not in office, either party prefers a more inde- 
pendent CB since such a bank makes it more difficult for the other party to 
spend on a public good that is not desired by the first party. The term (d/2)7” 
measures the costs of inflation and d is a positive parameter which determines 
how seriously these costs are taken by either party. 

Finally c is the political cost incurred by policymakers if they decide to 
override the commitment of the CB to price stability in period 6. The size of this 
(fixed) cost is larger the higher the degree of independence that was conferred 
on the bank in the first period. This cost is multiplied by \ (the probability of 
remaining in office) since the political blame for overriding the CB is directed 
only at the party in office at the time. 

The following figure summarizes the sequence of events and moves. 


1 2 3 = 5 6 

CB An amounts Electionstake Nominalwage x Incumbent party 

independence ofbondsissold place contracts realizes decides whether 

is chosen by to public (based on 7°) to override the 

incumbent are concluded CB. If it does it 

party also picks 
inflation, 7 


Figure I Sequence of events and timing of moves 


The figure is largely self-explanatory, but the following additional facts are 

worth noting: 

1. The extent of delegation of authority as embodied in c, is chosen before the 
results of the elections, and the state of the economy as proxied by x are 
known. As a consequence, in choosing CB independence, the incumbent 
government has to weigh the benefits of commitment against the loss in flex- 
ibility associated with more independence to the CB. 

2. Although they are influenced by events from all stages, the components of 
the objective function in equation (1) (or payoffs) are located in only two of 
the six stages. The component as(1 — n) is located in stage 2 and all the other 
components in stage 6. Correspondingly 6 should be thought of as the 
discount factor between stage 2 and stage 6. 

3. The incumbent government makes decisions in stages 1 and 6. The public 
makes decisions in stages 3 and 4, and nature moves in stage 5. 

4. Government bonds are redeemed in stage 6 after the realization of inflation. 
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c. When does government override the CB? 


I now turn to the derivation of equilibrium strategies. It is natural and 
convenient to start from the last period and to go backwards. In the last stage, 
uncertainty about the election result and the state of the economy (x) has been 
resolved and CB independence (c) and government debt (s) are taken as given. 
Hence the incumbent’s party problem is given by 


Max x(q — 77°) + Bsa —2 7? = Max V(x) (2) 
T 2 7 


if it decides to override the authority of the CB. In the other case the CB is free to 
focus on price stability and 7 = 0. The solution to the problem in equation (2) is 


mp(x) = 4 (x + Bs) (3) 


where the index D that is attached to 7 stands for “discretionary” since when 
it overrides the CB, government acts in a discretionary manner. 

When does government override the CB? To answer this question we 
calculate the value of government’s objectives when 7p is chosen by using (3) 
in (2). This yields 


V(ap,X) = — xa + + (x + Bs)’. (4) 


Government decides to override the CB and to inflate at rate 7p if and only if’ 
V(mp,x) — V(0,x) > ¢ (5) 


where, from (2), V(0,x) = — xa*. Using this and (4) in (5) and rearranging, 
government overrides the CB if and only if 


x > V2de - Bs = x, . (6) 


Equation (6) states that, given x., government overrides the CB when the level 
of employment is sufficiently depressed — x is sufficiently high. But the larger 
‘CB independence (the larger c), the larger the value of x above which 
government overrides the CB. I assume x, > 0 since otherwise there is no 
commitment at all and the problem becomes trivial. 


d. Equilibrium expectations and wage contracts 


Nominal wage contracts are agreed upon in stage 4 and are in effect until the 
end of the game. The level of the contract wage is higher the higher are 
inflationary expectations 7°. For simplicity and without loss of generality we 
proxy the contract nominal wage by 7’. In stage 4 individuals do not know x 
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with certainty. But since they understand government’s decision rule 
contingent on x they can use it to calculate the (statistical) expected value of 
inflation. This expected value is 


oe =E [rx] = 'f0-dF(x) i} fi mp(x)dF(x) = (7) 
X 0 


Xe 


= if [ xdF(x) + Bs f dF(x) } 
Xe Xo 
where F(x) is the distribution function of x. 
Since, from equation (6), x, is an increasing function of CB independence, 
equation (7) implies that inflationary expectations are lower the higher is CB 
independence. 


e. Determination of the discount on government bonds 


Let 
s(r)=K+ar, a>0 (8) 


be the demand for government bonds in period 2 where r is the ex-ante real rate 
of interest. Since government insists on selling a quantity s of (in terms of face 
value) bonds, the real rate of interest is determined from 


Pe eGh (9) 


When elected, both parties use the same decision rule in period 6. As a con- 
sequence, inflationary expectations are the same before and after elections. To 
obtain the real rate in equation (9), individuals have to be compensated for the 
expected rate of inflation 7°. Hence, the nominal rate, n, is 


n=rt+a=1(-K)t+a°. (10) 


Since bonds are of the discount type, a higher nominal rate implies that 
government raises less funds for the budget given the size of s. 


f. Determination of CB independence 


CB independence (c) is chosen by the party in office in period 1 before it knows 
whether it will be re-elected and before it knows what will be the state of the 
economy (x) after the elections. A higher level of CB independence reduces 7r°. 
Such a reduction is beneficial for two reasons as can be seen from equations (1) 
and (10). First, it reduces the discount on government bonds. Second, a lower 
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a implies lower nominal wages and therefore, given x and 7, a higher level of 
economic activity in period 6. But a higher level of CB independence also has 
costs since in some states of nature it prevents government from conducting 
anticyclical monetary policy and in the remaining states a political cost has to 
be paid for engaging in such policy. In addition, a higher level of CB 
independence reduces the scope for inflating away the national debt: Thus, by 
delegating more authority to the CB, government gains credibility, but loses 
flexibility. The level of CB independence is determined by optimally trading off 
these two elements in period 1. 

Formally the government in office in period 1 chooses c so as to maximize 
the objective function in equation (1) subject to the relations given in equations 
(3), (6), (7) and (10). Substituting equations (7) and (10) into equation (1), 
rearranging, and dropping terms which do not depend on c the government’s 
problem in period 1 can be expressed as 


Max J(-) = Max as + BEX 
Cc Cc d 


J xdF(x) + Bs J i) (11) 
Xe x 


ce hel x . _1\5),)_ 
+B E (x + Bs) {¥ + [(1-)b + (A —})B]s} — Ac(x) ] dF) 


where x, is given in equation (6). After some rearrangement, the first-order 
condition for an internal maximization of this problem is 


I) = [as + B{Ex + (1-2) (B-b)s-/"]} 18) — 2) 


— Bd f dF(x) = 0 
Xe 
where f(x) is the probability density of x. Equation (12) determines the level of 
CB independence, c, as a function of various parameters. The second-order 
condition for an internal maximum is 


Jes) = Sas + plex + (1-2) [B-b)s/E MI) 3) 


+ 8 Gx -1f(x,) $< 0 


where f’(-) is the derivative of f(-) with respect to x. Jointly sufficient, but not 
necessary conditions for the fulfillment of the second-order condition are 
(B —b)s > Vael2 ,f'(x.) < Oand \ < 4. The second condition states that the 
probability density is decreasing at the critical value x. and the third requires 
that the probability of re-election is smaller than ‘4. When \ = 4, the second- 
order condition implies that if (B — b)s > Vdcl2 , then f’(x,) must be negative. 
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3. POLITICAL AND ECONOMIC DETERMINANTS OF THE LEVEL OF 
CENTRAL BANK INDEPENDENCE 


This section uses the results of the previous section in order to characterize the 
political and economic factors that induce political authorities to delegate more 
authority to the CB. The results are derived by performing comparative static 
experiments with respect to various parameters on the first-order condition in 
equation (12). Derivations appear in the appendix. The section summarizes the 
main results in a series of propositions and discusses the intuition that underlies 
them. In all the propositions “other factors” that are not mentioned explicitly 
are held fixed. 


PROPOSITION 1: The CB is granted more independence (c is larger) the 
larger Ex and “a”. 


The intuition underlying the proposition can be understood by noting from 
equation (3), that the average inflationary bias in the absence of any form of 
commitment by political authorities is 


Emp(x) = 4 (Ex + Bs) . 


Hence, given s, the average inflationary bias is larger the larger Ex and the 
benefits of a partial commitment are therefore larger. As a consequence c is 
larger the larger is Ex as stated in the first part of the proposition. 

A larger “a” means that the importance attached by political authorities to 
the reduction of the discount on government debt is larger. With a higher level 
of CB independence, expectations are lower, the nominal rate is lower and the 
discount on new government debt therefore lower. Hence the larger the 
importance attributed to decreasing the discount on bonds the larger the level 
of CB independence. I turn next to political factors. 


LEMMA 2: The CB is granted more independence the smaller is b. 


The meaning of the lemma can be understood by recalling that the term 
B — b measures the difference in the value of the option to inflate the debt away 
between a state in which a party is in office and a state in which it is not in office. 
The more polarized are the parties with respect to the structure of public expen- 
ditures, the larger the (positive) difference B — b. Hence a smaller b means that 
the level of polarization is larger. The lemma implies therefore 


PROPOSITION 2: The CB is granted more independence the larger the degree 
of polarization about the structure of government expenditures. 


65 


The intuition is that the party in office likes a stronger constraint on the other 
party’s ability to spend the larger the disagreement about the structure of public 
spending. This is achieved by imposing a stronger limit on the other party’s 
ability to inflate the debt away through a higher level of CB independence. 


PROPOSITION 3: The higher the level of political instability (the lower \) the 
larger the level of independence that is granted to the CB provided political 
polarization is sufficiently large. 


The precise meaning of “sufficiently large” is elaborated in the appendix. In 
any case the condition is only sufficient and not necessary. There are many 
other configurations of parameters, some of which are discussed in the 
appendix, for which proposition 3 holds. The intuition underlying the 
proposition is similar to the intuition underlying proposition 2. Given the level 
of polarization the party in office prefers a more independent CB the smaller 
are its re-election prospects. The party in office in period 1 obviously likes to 
have more flexibility for itself than for the other party. The smaller its chances 
of re-election the larger the benefits of CB independence in terms of restricting 
the other party’s ability to spend in comparison to the cost of being similarly 
constrained. In addition the smaller the chances of re-election the smaller the 
likelihood that the incumbent party will incur the political blame for overriding 
the CB if future circumstances make such a course of action optimal. 

The effect of the amount of bonds that government wishes to sell on CB 
independence is generally ambiguous. But there is a presumption that this 
effect is positive. Alternative sufficient conditions for a positive effect are 
summarized in the following proposition. 


PROPOSITION 4: If either of the following conditions holds: 

(i) A= Y%and Bis relatively small, or 

(ii) dis near to either 0 or 1 

(iii) f(x.) is very small, 

then CB independence is higher the larger is the amount of funds s, that 
‘government wishes to borrow from the public. 


A larger s triggers two opposing effects on the tendency to delegate authority 
to the CB. On the one hand the reduction in the up-front discount on 
government bonds induced by higher independence is more valuable when 
government needs to raise more funds. But, by the same token, the value of 
ultimately retaining the option to inflate the debt away is also more valuable 
when s is larger. This tends to reduce the attractiveness of CB independence 
and operates, therefore, in the opposite direction. The proposition presents 
conditions under which the first effect dominates. 
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The effect of the parameter d on CB independence is unambiguous. Proposi- 
tion 5 summarizes the result. 


PROPOSITION 5: The CB is granted less independence the larger the 
relative concern of political authoritities for price stability (the higher d). 


The intuition underlying proposition 5 follows. When d is high, the discretio- 
nary rate of inflation is lower for any given values of x and of s (see equation (3)) 
even in the absence of a commitment. As a result the benefits of any 
commitment level are smaller. This induces the executive and legislative 
branches of government to delegate less authority to the CB. An illustration of 
such a case is the U.K. In comparison to other central banks within industrial 
countries, the Bank of England is relatively dependent. But there is concur- 
rently an anti-inflationary stance within the British civil service. Proposition 5 
suggests that the conjunction of those facts may not be accidental. 


4. INSTABILITY AT THE CENTRAL BANK AND INFLATION 


Recent evidence shows that (within the group of less developed countries 
(LDC’s)) there is a positive association between the turnover rate of central 
bank governors and average inflation across countries’. This section briefly 
describes a conceptual framework in which the policy chosen by the CB 
governor is influenced by the probability of his removal even when he remains 
in office and the CB is not formally overridden. 

To this point the analysis has presumed that, if not officially overridden, the 
CB always sticks to a zero inflation policy. But governments often manage to 
influence CB policy through more subtle channels and pressures'®. This section 
uses a framework in which the timing and extent of these pressures is the 
private information of the governor to show that the higher the probability that 
the governor will be removed from office, the higher inflation even when the 
governor remains in office. 

The formal model is an extension of the model of a policymaker with an 
(extended) information advantage as presented in chapter 10 of Cukierman 
(1992). As long as he is in office the governor possesses an objective function 
with a changing but persistent relative emphasis on the creation of surprises 
versus price stability. In the present context this shifting weight can be thought 
of as originating in changes in the extent of political pressures on the CB. The 
public never gets to observe these pressures directly but can draw noisy 
inferences about their current and future state from past inflation rates. These 


inferences are noisy because the CB does not have perfect control over the rate 
of inflation. 
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Let s be the probability of survival of the governor in office in period t given 
that he has remained in office until period t — 1'’. In states of nature in which 
he is not in office the governor does not care about either price stability or 
surprise creation'®. The relevant part of the governor’s objective function is 


Eo { [7 — 79]Xo — m at . (sB)'[[m -— 78 ]x: Sy (14) 
i=1 


co 
+ > s"A(1 —s)K 
i=1 

where x; = A + pi, pi = ppi_1 + vi, A > OandO < p<1. v;is anormal variate 
with zero mean and variance o%. Here 7; is actual inflation in periodi and 7§ the 
rate of inflation expected for that period at the beginning of the period. B is the 
discount factor and x; is a stochastic variable whose realizations are restricted 
to the positive orthant"’. It reflects the potency of political pressures on the CB. 
The larger x; the stronger are the pressures of the political establishment on the 
governor to expand the money supply. x; is private information. Its positive 
serial correlation reflects the presumption that when pressures are above their 
mean level they tend to remain above it for some time. K is the constant level 
of utility experienced by the governor when not in office. s' is the probability 
that the governor survives in office until the end of period i and s'"'(1 — s) is the 
probability that he terminates at the beginning of that period after having survived 
until the end of the previous period. Equilibrium is of the Nash variety; taking the 
(rational) process of expectation formation by the public as given, the governor 
plans rates of monetary expansion and inflation so as to maximize the objective 
function in equation (14); taking the behavioral rule of the governor as given, the 
public forms expectations so as to minimize the mean (square) forecast error. 

Application of the results in chapter 10 of Cukierman (1992) to this case 
reveals that equilibrium inflation is given by 


eens OP Re US SPO Uo cre 8 
ay = (R= sBX* ag ‘(ieee spon Pi + (15) 
where y; is a normal variate with zero mean and variance CF. wy, characterizes 


the (lack of) precision of monetary policy in controlling inflation. \ is a known 
function of p, 07 and oj, and satisfies the following inequality 


AS (16) 


Note that since s, 8, p and ) are all smaller than one, the coefficients of A and 
of p; are positive. How does an increase in the governor’s survival probability 
affect equilibrium inflation? The following proposition provides an answer to 
this question. 
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PROPOSITION 6: For any given realization of the political pressure shock 
(p;) and of the control error (y;) the rate of inflation is higher the lower is the 
survival probability, s, of the central bank governor. 


PROOF: In part 2 of the Appendix. 


Proposition 6 provides precise underpinning for the intuitively plausible notion 
that a governor with a low probability of survival in office will inflate at a higher 
rate than a governor with a higher probability of survival. The reason is that 
part of the cost of currently more expansionary monetary policy takes the form 
of higher future inflationary expectations. A governor who is less sure of being 
in office in the future is obviously less sensitive to this cost. He therefore 
inflates at a higher rate. 

Two facts are worth noting. First, due to the dynamic nature of his optimiza- 
tion problem, the governor’s policy while in office is influenced by what he 
perceives to be his future survival probability. Second, a lower survival proba- 
bility raises the CB inflationary response to any given level of political pressure. 

For LDC’s proposition 6 is supported by evidence presented in chapter 20 of 
Cukierman (1992) and in Cukierman and Webb (1993). 


5. CONCLUDING REMARKS 


Preliminary empirical evidence suggests that legal CB independence is larger 
when party instability is larger and lower when regime instability is higher”’. 
The first type of instability is usually relevant for constitutional democracies 
while the second is characteristic of non-democratic regimes in which changes 
in government occur through coups or other non-constitutional means. Part of 
this evidence is consistent with the implications of this paper. In particular the 
implication that a higher level of political instability is conducive to more inde- 
pendence for the CB is supported by the finding that legal CB independence is 
higher when party political instability is larger. The reason is that party instabil- 
ity occurs mainly in democratic countries and that in such countries legal inde- 
pendence is an important determinant of actual CB independence”!. Hence in 
such countries legal independence is a reasonable proxy for the actual level of 
independence that political authorities meant to confer on the CB. This observa- 
tion, in conjunction with the positive empirical relationship found between legal 
independence and party political instability are consistent with proposition 3. 
Since the framework of the paper is appropriate mostly for constitutional 
regimes, the observed negative relationship between regime instability and 
legal independence is not directly explainable by it. It is possible, however, that 
it arises because in non-democratic regimes the structure of the regime makes 
it unlikely that a serious commitment can be upheld by constitutional means. 
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This reduces the effect of legal CB independence on expectations and with it 

the tendency of the regime to use legal CB as a commitment device. This effect is 

stronger the more unstable the regime since it is widely known that a new regime 
does not necessarily respect the institutions erected by the previous one. Those 
remarks should be viewed as conjectures to be tested in future work. 

Some of the lessons to be learned from this paper are that: 

1. A certain degree of CB independence is granted in order to reduce interest 
charges on government debt. 

2. In many cases the tendency to delegate authority to the CB is stronger the 
larger the national debt. The 1986 “divorce” between the Italian CB and the 
Italian Treasury can be understood in these terms”. 

3. When capital markets are wide (a in equation (8) is small) it is likely that 
government will try to raise more funds through the capital market. In 
conjunction with the second conclusion this implies that, other things the 
same, governments of countries with wider capital markets will delegate 
more authority to the CB. This conclusion is supported by the observation 
that some of the most independent central banks are found in countries with 
well developed capital markets. Germany and the U.S. are examples. 

But, on the other hand, proposition 5 suggests that if there is a strong 
preference for price stability within the executive branch of government, the 
tendency to delegate authority to the CB is likely to be lower. An example is the 
U.K. in which the traditional anti-inflation stance of the British civil service 
reduces the need for a highly independent CB. 

The paper suggests that the need to rely on CB independence is greater the 
stronger is the inflationary bias under discretion. Furthermore this statement is 
independent of whether this bias arises because of employment considerations 
or because of a strong desire to reduce the real value of government debt. More 
generally, any factor that increases the tendency to inflate under discretion, 
such as a higher degree of polarization, also raises the tendency to delegate 
authority to the CB. 

In order to influence monetary policy after having delegated some authority 
to the CB, political authorities do not always have to override the Bank openly. 
- Instead they can exert more subtle political pressure (Havrilesky, 1992). The 
paper shows that CB governors who are less likely to survive in office find it 
more difficult to resist inflationary pressures. This conclusion is particularly 
relevant for LDC’s. 

_ Whatare the insights from the discussion of commitment through delegation 
in the area of monetary policy to other areas of policy? This is a largely open 
question. My feeling is that, at least for democracies with a certain minimal 
level of concensus, higher levels of political instability are likely to lead to more 
delegation of authority to semi-independent public institutions. 
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APPENDIX 
1. Proof of the propositions in section 3 


By the implicit function theorem 


do Sipacuicale (Al) 


where D is a dummy parameter. Since J,. is negative by the second-order 
condition in equation (13) the signs of dce/dD and of 0J,/oD are identical. It is 
therefore enough to find the sign of the second term in order to determine that 
of the first one. 


PROPOSITION 1: From equation (12) 


a =26f(x,): a = sf(x,). (A2) 


The proof is completed by noting that both expressions are positive and by 
letting D = Ex, a. 
LEMMA 2: From equation (12) 


Seu = — B(1 — X)sf(x,) . (A3) 


The proof is completed by letting D = b and by noting that (A3) is negative. 


PROPOSITION 3: From equation (12) 


go: = — B[f(x.) { (B - b)s Se b+ [oF@)] . (A4) 


This expression is negative if 


Th ide 
B-v=i/& (A5) 


or, equivalently, if the level of political polarization is sufficiently high. Letting 
D = X it follows that if (AS) is satisfied 


dc 
a Ou (A6) 


For a given level of polarization the result in (A6) is more likely to obtain the 
higher s and the lower d. 


afl 
PROPOSITION 4: From equation (12) 


A) — (1 — n)(B - b) f(x.) — [HE"(x.) + Bdt(x,) [B ty) 


where H is the coefficient of f(x.) in equation (12). This equation implies that H 
is positive. Note that H is also the coefficient of f'(x.) in equation (13). When 
\ = % the second-order condition in equation (13) implies that Hf’(x,) < 0. 


Hence, if in addition B is sufficiently small the expression in (A7) is positive. This 
establishes part _(i). 


The second-order condition is equivalent to the condition 
Hf'(x.) + B(x.) - , BC — d)f(x,) <0. (A8) 
When \ — 1 this condition reduces to 
Hif'(xe) + pix.) =< 0 


which implies that the expression in (A7) is positive. When \ — 0 the first- 
order condition in equation (12) implies that 


21 
c=5 lta+ B — bjs + Ex]? 
from which it follows that c is an increasing function of s. This establishes part 
(ii). 

If f(x.) is very small the second-order condition implies again Hf'(x,) < 0. 
Since f(x.) is small, this implies that the expression in (17) is positive which 
establishes part (iii). 


PROPOSITION 5: From equation (12) 


ae yer =i —B(1 — d) £(x.) sahil (X,) + BAF (x) oe ] 


= ae Bd£(x,)- ' (ss 0) | (A9) 


The modified form of the second-order condition in (A8) implies that the 
expression in (A9) is negative. Hence, higher values of d are associated with 
lower levels of central bank independence. 


72 
2. Proof of proposition 6 


Totally differentiating equation (15) with respect to s and rearranging 


OT: = _K[(1- s8dp)"A + (1 - sBX)"op] (A10) 


where 


ap PN ee (A11) 
(1 — sBd)° (1 - sBXp)° ” 


Since p — > 0, K is positive. Since A = p; and (1 — sBdp)’ > (lis sB))’p it 
follows that the expression in square brackets on the right-hand side of (A10) 
is positive. Hence 


da; 
ma oad 


which establishes proposition 6. 


NOTES 


. See, for example, chapters 3 and 4 of Cukierman (1992). 

. Evidence for developed economies appears in Grilli, Masciandaro and Tabellini (1991) and for 
both developed and less developed economies in chapters 19 and 21 of Cukierman (1992) or 
in Cukierman, Webb and Neyapti (1992). The evidence in the first reference is based on CB 
charters and in the last two on CB charters as well as on the rate of turnover of CB governors. 

3. Recent discussions of this tradeoff in the context of the employment motive for monetary 

expansion appear in Lohmann (1992) and in Cukierman, Kiguel and Liviatan (1992). 

4, Alesina and Tabellini (1990) and Tabellini and Alesina (1990) have shown that such a conflict 
induces the incumbent to use public debt as a device for restricting the ability of the opposition 
to spend. In their framework the debt cannot be inflated away. Implicitly they assume 
therefore a fully independent CB. Here the degree of independence of the CB and therefore 
the extent to which government debt is inflated away are determined endogenously for a given 
level of debt. Hence this paper and theirs complement each other. 

5. For reasons that are elaborated in the conclusion these results are restricted to democratic 
regimes. 

6. Recent evidence on this kind of political pressure in the U.S. appears in Havrilesky (1992). 

7. Details appear in chapter 20 of Cukierman (1992) and in Cukierman, Webb and Neyapti 
(1992). 

8. Natural employment is the level of employment that prevails in the economy in the absence of 
monetary surprises. The assumption that it is below desired employment reflects the view that 
due to union power or minimum wage legislation the natural real wage is above its market 
clearing level. This point of view is developed explicitly in chapter 3, section 3.6 of Cukierman 
(1992). 

9. Alesina and Tabellini (1990) and Tabellini and Alesina (1990) investigate the consequence of 
this conflict for the level of government debt. Cukierman, Edwards and Tabellini (1992) 

analyze its consequences for the efficiency of the tax system. 


NOR 
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10. See chapter 6, section 6.4 of Persson and Tabellini (1990) or chapter 4, section 4.4 of 
Cukierman (1992). 

11. A similar conception of CB independence appears in Lohmann (1992). 

12. A precise mechanism that produces this relation is discussed in chapter 3, section 3.6 of 
Cukierman (1992). It is based on the interaction of nominal wage contracts with a natural real 
wage that is higher than that which would clear the market. 

13. The positivity of x reflects the presumption that due to market power in the labor market, there 
always is an inflationary bias. Details appear in chapter 3 of Cukierman (1992). Variations in 
x may also reflect changes in the relative strength of price stability and of pro stimulation 
advocates within a given party. 

14. T assume that when indifferent government respects the independence of the CB. 

15. See chapter 20 of Cukierman (1992) or Cukierman, Webb and Neyapti (1992). 

16. 4 ene documentation of some of these channels for the U.S. Fed appears in Havrilesky 

1992). 

17. I assume for simplicity that this probability is constant and independent from events in other 
periods. 

18. This somewhat extreme assumption is used for simplicity. The main result would go through 
even if he cared but less than in periods in which he is in office. 

19. More precisely the probability that p; is negative and exceeds A in absolute value is negligible. 
Details appear in appendix A to chapter 9 of Cukierman (1992). 

20. Details appear in chapter 23 of Cukierman (1992). 

21. Evidence and a discussion appear in Cukierman, Webb and Neyapti (1992) and in chapters 20 
and 23 of Cukierman (1992). 

22. For details see Epstein and Schor (1986). 


REFERENCES 


Alesina, Alberto and Guido Tabellini (1990), “A Political Theory of Fiscal Deficits and 
Government Debt in a Democracy”, Review of Economic Studies, 57, 403-414, (June). 

Barro, Robert and David Gordon (1983), “A Positive Theory of Monetary Policy in a Natural Rate 
Model”, Journal of Political Economy, 91, 589-610, (August). 

Cukierman, Alex (1992), Central Bank Strategy, Credibility and Independence; Theory and 
Evidence, MIT Press, Cambridge, MA. 

Cukierman, Alex, Sebastian Edwards and Guido Tabellini (1992), “Seigniorage and Political 
Instability”, American Economic Review, 82, 537-555, (June). 

Cukierman, Alex, Miguel Kiguel and Nissan Liviatan (1992), “To Commit or Not to Commit to an 
Exchange Rate Rule: Is Dollarization the Answer?” Revista de Analisis Economico, 7,73—90, 
(June). 

Cukierman, Alex, Steven Webb and Bilin Neyapti (1992), “Measuring the Independence of 
Central Banks and its Effect on Policy Outcomes”, World Bank Economic Review, 6, 353-398, 
(September). 

Cukierman, Alex and Steven Webb (1993), “Political Influence on the Central Bank - 
International Evidence” manuscript, (May). 

Epstein, Gerald and Juliet Schor (1986), “The Divorce of the Banca d'Italia and the Italian 
Treasury: A Case Study of Central Bank Independence”, Harvard Institute of Economic 
Research Discussion Papers, No.1269, (September). 

Grilli, Vittorio, Donato Masciandaro and Guido Tabellini (1991), “Political and Monetary 
Institutions and Public Financial Policies in the Industrialized Countries”, Economic Policy, 13, 


341-392. 


74 


Havrilesky, Thomas (1992), The Pressures on American Monetary Policy, Kluwer Academic Pub- 
lishers, Norwell, MA. 

Lohmann, Susanne (1992), “Optimal Commitment in Monetary Policy: Credibility versus Flexibil- 
ity” American Economic Review, 82, 273-286, (March). 

Persson, Torsten and Guido Tabellini (1990), Macroeconomic Policy, Credibility and Politics, 
Harwood Academic Publishers, London, Paris and New York. 

Tabellini, Guido and Alberto Alesina (1990), “Voting on the Budget Deficit”, American 
Economic Review, 80, 37-49, (March). 


Central Bank Autonomy: Policy Issues 


J. ONNO DE BEAUFORT WIJNHOLDS AND LEX HOOGDUIN* 
De Nederlandsche Bank 


1. INTRODUCTION 


This paper is based on the presumption that central banks should have or be 
given a high degree of autonomy from the political authorities in their 
countries. The case for such autonomy or independence has been made con- 
vincingly’. 

Central bank autonomy (CBA) is a relatively new concept. It is, for 
instance, not discussed as such in De Kock’s pre-war treatise on central 
banking’. Part of the explanation of the late appearence of CBA in the 
literature seems to be that independence has in many instances been an 
evolutionary process’, which in a gradual manner has over time brought about 
important changes in the position of various central banks vis-a-vis the govern- 
ment. The extent to which such de facto enhanced CBA was enshrined in laws 
and statutes varies considerably. In other cases far-reaching discrete changes in 
central bank legislation were made possible by a drastic rupture of a constitu- 
tional nature; an obvious example is that of the Federal Republic of Germany. 
One of the most debated central bank statutes is that of the future European 
Central Bank, which has been modelled to a considerable degree on that of the 
Deutsche Bundesbank. 

The case for CBA has been made with considerable success during the past 
ten years or so. In fact, we have been witnessing a world wide movement 
toward greater autonomy’. In Europe, the future European System of Central 
Banks (ESCB) casts its shadow forward in requiring the national central banks 
that will be part of the system to become autonomous before the start of the 
third stage of European Economic and Monetary Union. In part as a result of 
the recent crisis in the European Exchange Rate Mechanism, the status of a 
number of European central banks has recently been strengthened. A few 
years earlier, far-ranging reforms granting a high degree of CBA were already 
adopted in countries as diverse as Chile and New Zealand. The movement 


* This paper reflects our own views and not necessarily those of De Nederlandsche Bank. 
Thanks are due to several of our colleagues for comments on an earlier version of this paper. 
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towards greater CBA is still underway, also in developing countries. where 
there is increasing recognition that stubborn high inflation is detrimental to sus- 
tainable economic growth. In the countries of Central and Eastern Europe 
undergoing the difficult transformation of planned to market economies, the 
issue of CBA is clearly an important one, as is the case in a country like China 
where —as part of the move toward a ‘socialist market economy’ — new banking 
legislation is imminent. 

It is against this background that we discuss a number of policy issues with 
respect to CBA. The treatment does not purport to be exhaustive; our aim is 
to focus on what we consider to be the most important and/or contentious 
issues. In section 2 the relationship between monetary policy and supervision 
of the banking system is discussed. In section 3 we look at the question of 
democratic legitimacy and accountability for an autonomous central bank. The 
relationship between monetary policy and CBA is addressed in section 4. This 
is followed by some views on the relationship between monetary policy, 
exchange rate policy and CBA (section 5). Conclusions are presented in the 
final section. 


2. MONETARY POLICY AND SUPERVISION OF THE BANKING SYSTEM 


At present, prudential supervision is conducted solely or largely by the central 
bank in roughly half of the industrial countries; in the other half a separate 
government agency (sometimes more than one) is (largely) responsible for 
supervision. The statute of the ESCB foresees only a limited role for the 
European Central Bank (ECB) in the area of prudential control. The national 
authorities are to remain the main players in this area, with a certain coordinat- 
ing role envisaged for the ECB. 

Furthermore, there is no explicit mention of financial stability as an objective 
for the ECB. With respect to the European Monetary Institute, prudential 
control is not mentioned in its statute, although a primary task will be to 
‘, . . hold consultations concerning issues falling within the competence of the 
national central banks and affecting the stability of financial institutions and 
markets’ (article 4 of the statute). Of course, the statutory framework leaves 
room for closer interpretation and later evolution. It is, for instance, not 
explicitly stated that the ECB will be able to act as a lender of last resort, a 
function that is often seen as an important link between monetary policy and 
supervision of the banking system’. 

Since actual practice provides little guidance as to the desirability of 
combining monetary policy and prudential control within central banks, a closer 
examination of the arguments pro and contra is called for. In the recent 
literature the case for keeping prudential control outside the central bank has 
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been forcefully made by Heller (1991), a view that is clearly shared by the 
Deutsche Bundesbank®. However, Goodhart and Schoenmaker (1993; p25; 
hereafter GS), who have extensively examined the matter, find that ‘. . . there 
are no overwhelming arguments for either model’. Furthermore, the central 
banks that combine the functions of monetary policy and prudential control 
generally are satisfied with the arrangement and do not appear to consider it a 
threat to their present or future (actual or hoped for) autonomy. 


2.1. Arguments in favour of separating the functions 


The first and main argument for not combining monetary policy and prudential 
supervision within a central bank is that of a possible contamination of 
monetary policy by supervisory considerations. In its simplest form, it is based 
on the fear that the central bank’s anti-inflationary stance would be 
undermined by a large injection of liquidity aimed at keeping one or more 
important financial institutions from going under. A more sophisticated 
version of this conflict of interest argument is couched in terms of a willingness 
of the central bank to maintain lower interest rates than would be desirable on 
the basis of purely monetary considerations for the sake of counteracting 
fragility in the financial system’. Obviously, a receptiveness on the part of the 
central bank to outside pressures for easing monetary conditions in order to 
lessen potential risks of bank failures implies an impairment of CBA. 

An attempt to provide empirical evidence for this argument has been made 
by Heller (1991). Using a limited sample, he compares the average rate of 
inflation of countries in which central banks have no supervisory authority, 
shared authority, or full supervisory authority. He finds that inflation is lowest 
in the first category and highest in the latter (which includes such hyperinflation 
countries with a history of lax budgetary policies as Argentina and Brazil). 
Heller admits that this result could also be caused by other factors. He also 
notes that there are exceptions ‘. . . like the highly independent Netherlands 
Bank’, which also exercises the supervisory function but has maintained a good 
inflation record. Indeed, it seems clear that the quantitative evidence that 
Heller provides is too flimsy to serve as a basis for firm conclusions. 

Another argument in favour of not combining monetary policy and 
prudential control, concerns the matter of ultimate responsibility and the role 
of paymaster. It can be argued that in cases involving serious rescue efforts of 
troubled banks, the governmentis bound to play some role. This is certainly the 
case when government (i.e. taxpayer) money is involved. Indeed, there is a 
case to be made for giving ultimate responsibility for bank supervision to the 
entity that pays when a mishap occurs®. Government influence through the 
channel of supervision or regulation will tend to reduce CBA. 

A third reason for keeping prudential supervision out of the central bank, is 
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the experience that bank failures or rescue operations can be messy and 
thereby damaging to the central bank’s reputation and thus affect its 
autonomy. GS (p. 10) suggest in this context that ‘. . . the mood within the 
Bank of England appeared to change under the baneful influence of the BCCI 


affair.’ 
2.2. Arguments in favour of combining the functions 


Three main arguments can be put forward here, and can be summarized under 
the headings: enhanced coordination, protection of the payments system and 
protection against systemic risk. 

The first argument is the general preposition that if brought together under 
one roof’, the coordination of monetary policy and prudential control will be 
strenghtened. Such coordination tends to increase efficiency, particularly by 
avoiding working at cross-purposes, but also includes matters such as dessimi- 
nation of general information on the monetary and financial system which is of 
importance for both functions. Avoiding working at cross-purposes does not 
imply that those in charge of monetary policy or prudential control should 
always refrain from actions that might make life more difficult for the other. In 
fact it will clearly be unavoidable in some instances. But the negative impact of 
action in one field for the other may be lessened by means of early warning and 
explanation, which is achieved more readily within the board of a central bank 
than between separate entities. Not working at cross-purposes in practice 
comes down to avoiding unnecessary conflicts or undesirable outcomes caused 
by a lack of adequate communication or competence rivalries’. 

The second argument is based on central banks’ involvement in the 
payments system and the credit and liquidity risks that are associated with it. 
These are particularly related to settlement schemes with uncollateralized 
overdrafts. As long as these risks are not greatly reduced by improvements in 
the safety of the payments systems, which can be expected to take time, there 
is a clear case for central banks closely following the financial situation of the 
participants in the payments system. 

The final argument holds that combining monetary policy and prudential 
control can help to avoid systemic problems. Central banks generally act as 
lenders of last resort to the banking system. Apart from the provision of 
immediate liquidity, the central bank is often the pivot in organizing rescue 
operations for troubled banks that are deemed worth saving (i.e., that are 
considered basically solvent)'’. The lender of last resort and rescue functions 
clearly make supervision of the banking system very important for central 
banks. Exercising such supervision itself has obvious advantages for the central 


bank when dealing with systemic problems, such as assured timeliness of infor- 
mation and decision-making. 


a) 


2.3. Evaluation 


Our first point is that in the debate on whether or not to separate prudential 
supervision from monetary policy, a useful distinction as to types of supervision 
appears to have been generally overlooked. It seems to us that the difference 
between general supervisory or macro prudential control on the one hand and 
specific or micro prudential control on the other can help to clarify the issue. 
Indeed, some central banks that are not involved with micro prudential control 
do play a role in shaping general supervisory policies. The distinction between 
central banks that do or do not exercise prudential supervision is therefore not 
as clear-cut as is often (implicitly) suggested. In our view the arguments pro and 
contra should focus on the exercise of specific or micro prudential control in 
combination with monetary policy. It is only in the case of micro prudential 
control that examinations and other close regulatory contacts with individual 
banks are involved, and where the conflict of interest argument could apply. 
We do not see any arguments against central banks being involved in macro 
prudential matters, whereas some of the advantages of combining the functions 
as discussed in 2.2 appear to apply. 

Secondly, having reviewed the arguments, we — like GS — conclude that 
absolute judgements on the separation or combination of monetary policy and 
(micro) prudential supervision are not warranted. It appears possible to 
maintain CBA in both cases. GS suggest that the question needs to be looked 
at against the particular structure of the banking system in each country. What 
may also be relevant is the way in which a country conducts its monetary policy, 
which in turn may be correlated to the relative size of the country’s economy. 
In a smaller industrial country such as the Netherlands, the risk of a conflict 
between monetary policy aims and supervisory considerations seems consider- 
ably less than in, for instance, Germany. Monetary policy in the Netherlands is 
nowadays geared towards maintaining a strong exchange rate of the guilder 
within the European Monetary System. There is no official domestic money 
supply target, such as applied in Germany, the attainment of which could be 
endangered by supervisory considerations. 

A further thought may by that if there is one area in the realm of bank super- 
vision and regulation which could affect CBA, it is probably that of deposit 
insurance or guarantee schemes run by the central bank. The moral hazard 
involved in such schemes has in fact triggered a general discussion on their very 
existence. 
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3. DEMOCRATIC LEGITIMACY AND ACCOUNTABILITY 


When discussing democratic legitimacy and accountability in the framework of 
CBA, one is led rather far away from purely economic arguments. Economists 
need therefore be wary when treating this issue. Nevertheless, we feel justified 
in setting out the arguments and drawing certain conclusions, if only because 
constitutional specialists have so far not contributed much to this subject. 


3.1. Democratic legitimacy 


Within a parliamentary democracy the position of the central bank in relation 
to the political power structure constitutes the very essence of the question of 
autonomy. While a finely worded legal text granting central bank indepen- 
dence from the government and parliament is not enough to guarantee CBA, 
it is also true that there are probably very few, if any, instances of central banks 
which have a de facto high degree of independence despite a legally weak 
position vis-a-vis the government. CBA therefore requires a codified legal 
basis. There are various models for this. The most explicit and recent one is the 
statute of the future ESCB/ECB. The independence to be granted to it is 
spelled out in some detail, and is based on such matters as a prohibition from 
taking instructions from governments, a clear commitment to price stability 
and a fixed, non-renewable, term of duty for directors. 

In our view such a high degree of CBA could have constitutional implica- 
tions. At least this raises the question as to the position of a truly independent 
central bank within the government power structure’*. The central bank’s 
position is sometimes compared to that of the judiciary power which protects 
the integrity of the country’s legal system. According to this train of thought the 
central bank has a special duty to protect the integrity of the country’s 
monetary system. Like supreme court judges, central bank directors should be 
appointed by the government (or the European Council in the case of the 
ECB), but should be guaranteed an independent position and protected 
against politically inspired dismissal by securing their terms of office and other 
regulations, 

In the discussion on the position of the ECB the question of democratic 
legitimacy has been a contentious matter. It has often been argued that the 
treaty of Maastricht is not sufficiently balanced between its monetary and its 
political component. While a high degree of supranationality and autonomy is 
to be conferred to the European Economic and Monetary Union (EMU) and 
the ESCB, it is felt that a ‘democratic deficit’ is likely to be created on account 
of a lagging behind of political integration. In this regard it is specifically 
considered a problem that the ECB would not have an obvious (political) coun- 
terpart under EMU, since a European minister of finance is not to be expected 


81 


for a long time, if ever. On the other hand, some degree of monitoring will be 
exercised over the ECB by the European Parliament (EP), whose powers will 
be somewhat increased under the treaty of Maastricht. The President of the 
ECB will testify before the EP periodically, whereas the EP will also be 
consulted in case of appointments to the Executive Board of the ECB. At the 
next intergovernmental conference of the European Community, scheduled 
for 1996, the political side of European Union will again be addressed, and 
could lead to further modifications in the relationship between the ECB and the 
political branch. 


3.2. Accountability 


The foregoing has brought us to the subject of accountability, or the degree to 
which central banks explain or make visible their policies to parliament and/or 
the public. Here there are clear differences in tradition and in views. Rather 
few central banks have a legal obligation to establish strong accountability or 
monitoring mechanisms". In some cases, that of New Zealand being the most 
outspoken, legal accountability is strongly linked to CBA. For the Reserve 
Bank of New Zealand accountability is based on four key elements, namely the 
object of price stability, a clear policy targets agreement, personal responsibil- 
ity of the governor and publication of a regular monetary statement”. Political 
accountability of the central bank is, however, sometimes criticized as it is felt 
that it could affect CBA and therefore weaken the commitment to price 
stability. Neumann argues that since the central bank should not be required to 
make political decisions, and since an independent central bank should be 
committed only to achieving price stability, it is in fact taking only technical 
decisions and therefore need not defend its policies in parliament. This leads 
him to conclude with respect to the ESCB that‘. . . the Maastricht provision 
according to which monetary policy has to be defended in the European 
Parliament has no justification’!©. Neumann (1992, p. 25) also argues that since 
the Deutsche Bundesbank is not held politically accountable, its board members 
are more personally independent than ECB directors will be, and it is probably 
less prone to influence from the government on the exchange rate than the ECB 
would be, ‘...the Bundesbank is more independent than the ECB will 


become”!”. 


3.3. Evaluation 


If we try to narrow down the differences, it seems to us that these have to do 
with the way in which accountability is constructed. Formal political account- 
ability is complicated by the difficulty of developing good accountability 
arrangements, because as Governor Crow of the Bank of Canada notes: *.. . 
there is a ‘tension’ between the mechanisms needed to ensure the accountability 
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of the central bank to government or parliament, and the ability of the central 
bank to carry out its responsibility as an institution apart from government’’®. 
In practice, however, such highly independent central banks as those of 
Germany and Switzerland, while not subject to political accountability, make 
a considerable effort in explaining their policies to the public. They have also 
since long announced monetary targets, thus allowing close monitoring of their 
monetary policy performance by the public. This has contributed to the high 
credibility enjoyed by these institutions. 

We conclude that accountability in the general sense of explaining and 
making visible a central bank’s policies need not undermine CBA, and may 
actually enhance it by way of strengthening its credibility and the acceptance of 
its policies by the public. It may, however, be that political accountability, in 
the sense of reporting to and defending policies in parliament, could detract 
somewhat from CBA. This makes it all the more important for central banks, 
including the future ECB, to have able and committed directors. The selection 
of these individuals therefore needs to be based exclusively on central banking 
competence and not on their political skills’’. 


4, THE RELATIONSHIP BETWEEN MONETARY POLICY AND CENTRAL 
BANK AUTONOMY 


4.1. Introduction 


We will look at the relationship between monetary policy and CBA from two 
perspectives. In the first place, the rationale for granting autonomy to the 
central bank affects monetary policy design. Secondly, different monetary 
policies have different consequences for the degree to which the central bank 
can be de facto independent. In this context monetary policy is defined broadly. 
It concerns the choice of a policy objective, a policy strategy, policy instru- 
ments and operational procedures. Policy strategy has to do with answers to 
questions like: are intermediate targets used in policy formulation and if so, 
which one(s)?; is monetary policy used for cyclical purposes?, etc. 


4.2. The final objective and policy strategy 


The rationale for CBA is that governments are tempted to undervalue the goal 
of price stability in the short run, while in the longer run no other economic 
policy objective benefits from this neglect. Giving governments too much 
responsibility for monetary policy would in the end only lead to higher inflation 
without higher employment. The consequence of this rationale for CBA is that 
price stability should be the sole objective of monetary policy. Other policy 
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objectives can only be supported to the extent that they do not interfere with 
pursuing price stability. This objective should be stated in the bank law. 

To strengthen CBA it is important that monetary policy is not over- 
ambitious and overburdened. The monetary policy framework should reflect 
that monetary policy cannot achieve price stability at short notice, but only in 
the longer run. Monetary policy should have a medium term orientation. It 
should also be stressed that price stability can only be achieved at reasonable 
costs if other policies, mainly fiscal policy, support monetary policy and if wage 
formation processes are in line with achieving price stability. Central banks 
should make this clear and express their views on budgetary policy and wage 
developments from the perspective of their impact on the goal of price stability. 

There should be great restraint in actively using monetary policy to dampen the 
cycle in real economic activity. This does not only follow from the fact that mone- 
tary policy should be directed at price stability in a medium-term perspective, but 
also from the old insight that monetary policy works with long and variable lags””. 
Too much scope for countercyclical policy would make the central bank 
vulnerable to political pressure and would create expectations that cannot be met. 
Below we will argue that monetary policy can sometimes act as an automatic 
stabilizer. We do not favour an active role for monetary policy in cyclical policy. 

In order to legitimize and maintain CBA, monetary policy should be 
conducted in a clear framework that is periodically explained to the public. The 
use of intermediate targets and/or indicators may be very helpful in this respect. 
They allow for a clear presentation of monetary policy intentions to the public 
and they also allow for an assessment by the public of the results of monetary 
policy. The question of which intermediate target(s) to choose cannot solely, or 
even primarily, be based on arguments with respect to CBA. Although in the 
following discussion we will focus on the relation between CBA and inter- 
mediate targets, also some other considerations not directly related to CBA, 
but essential for the choice of intermediate targets will be presented. 

The presentation and explanation of monetary policy is clearest if only one 
intermediate target is used. This argues against a so-called eclectic approach in 
monetary policy in which as many indicators as possible are monitored and 
given variable weight according to prevailing circumstances. The advantage of 
the latter policy is that all available information is used. It is the more 
important, the less reliable intermediate target variables are available. This is 
to a large extent an empirical issue. Different conclusions may be reached for 
different countries and at different times. However, our strategy would be to 
attempt to find one appropriate intermediate target variable and consider an 
eclectic approach as a far less attractive alternative. 

In choosing an intermediate target at least four criteria are important, also 
from the perspective of CBA. The target variable should as much as possible be 
controllable by the central bank. It should as little as possible be influenced by 
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other factors. Variables with a bearing on other policy objectives have a special 
importance in this respect. The more important the target variable is from the 
perspective of other policies as well, the more the central bank is liable to 
political pressure. The target variable should have a sufficiently strong relation 
to the final objective of monetary policy, i.e. price stability. Finally, it should 
be clear how to arrive at a value for the target variable. 

In our view, acceptance of these criteria leads to a ranking of potential inter- 
mediate targets which can be used in the search for the appropriate target 
variable. First in the ranking are quantitative monetary targets. They can be 
influenced (relatively) well by monetary policy instruments, are (relatively) 
immune to political pressure, while a value or interval for the target variable 
can be arrived at in a clear manner (about which more below). Under the 
influence of financial innovation, deregulation and increased capital mobility 
the stability of money demand and the controllability of the money stock have 
decreased in many countries. However, it is too early to conclude that 
monetary targeting should be placed at a lower place in our ranking, not only 
because of its relatively good score on the other criteria. There are countries 
and regions with a stable money demand. Germany is the most important 
example”!. There are also some indications that the demand for money at a 
European level might be stable”. The case for stability can be increased by 
using a broad money concept that is defined in as general terms as possible (i.e. 
not by listing the specific assets that are included, but by stating that all assets 
with certain characteristics for instance with respect to maturity are incorpo- 
rated)”. Many financial innovations are automatically included in money if this 
approach is taken and ‘Goodhart’s law’ can be circumvented at least to a certain 
extent. It is also not clear how permanent the process of financial innovation 
will be**. The required stability of money demand is not a short run stability, 
but stability in a medium term context as monetary policy has a medium term 
orientation. The chances of longer term stability of money demand are higher 
than those of short run stability. Nevertheless, in some instances the longer run 
may be ‘too long’ for practical policy purposes. 

The required stability is not an absolute one, but should be sufficient for 
policy purposes. The target for the development of money should be stated in 
terms of an interval or so-called target zone. Not only does this allow for some 
estimation errors, it also allows for a certain degree of automatic stabilization 
of the business cycle provided actual inflation is not too far removed from price 
stability. 

Monetary targeting should not be a dogmatic affair. Rather, it should try to 
find a balance between the use of rules and discretion in the conduct of 
monetary policy. This will not always be easy, nor successful, but there are indi- 
cations that the most successful central banks follow such an approach’. The 
element of rule following behaviour should be sought in clear procedures for 
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arriving at the target zone, for instance by deriving it from the sum of the trend 
growth in productive capacity and trend changes in the velocity of income. The 
element of discretion has to be found in the way monetary policy is executed 
during the year. The development of money growth should be monitored con- 
tinuously in the context of general economic developments. These overall 
developments can be assessed on the basis of a number of indicators. The 
central bank does not only look at money, but at other indicators as well. The 
latter are mainly used to arrive at a judgement of the monetary development. 
In some circumstances there may be good reasons to allow money growth tem- 
porarily to overshoot its target. The central bank should then not dogmatically 
try to push money growth back into the target zone, but should tolerate an 
overshooting. By making clear that it cannot always meet its target it can 
prevent unduly high expectations of its performance. However, in cases it 
cannot achieve its target the central bank has to come up with good arguments 
explaining why it was not able to meet its target. Otherwise, it would run the 
risk of losing its credibility, reputation and in the end its autonomy. Although 
this strategy heavily relies on monetary targets, it cannot be termed monetarist 
in a strict sence”®. 

This is not to say that lack of stability of money demand can never hinder 
monetary policy. Our conclusion is rather that monetary targeting is the alter- 
native that should be tried first and not be abandoned too soon. This conclusion 
especially applies to large countries. For smaller countries pegging its currency 
to that of a large country may offer an alternative even superior to targeting its 
own money growth. For this strategy to be advisable a number of conditions 
have to be met. Firstly, the peg should apply to a large country which pursues 
a credible anti-inflation policy and which has a good inflation record. Secondly, 
the pegging country should economically be highly integrated with this large 
country. The country should be prepared to give up its monetary policy 
autonomy. To prevent that pegging the exchange rate carries unacceptably 
high costs for the real economy, which would ultimately undermine this policy 
and thus CBA, it is necessary that wages are sufficiently flexible. 

It is clear, however, that economic integration will never be perfect, nor 
does it need to be. This is demonstrated by the experience of the successful peg 
of the Dutch guilder to the German mark. Although both economies show a 
high degree of integration, the structure of both economies also displays non- 
negligible differences. The Dutch service sector for example is relatively large 
as compared to that in Germany, which is more specialized in industrial 
products with much emphasis on capital goods which are almost absent in the 
Netherlands’ production package. Despite wage moderation in a number of years 
real wages in the Netherlands are not nearly as flexible as those in the US, 
although the degree of flexibility seems to be comparable to that in Germany 
which may be more important in this respect”’. The guilder has already been 
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tightly pegged to the D-mark for more than ten years and this peg was not put 
at risk by German unification. This policy has resulted in the same average 
inflation rate as in Germany and a marked reduction in the Dutch inflation 
rate’, It is important that the pegging country is prepared to accept that 
sometimes an exchange rate policy implies an interest rate level that is not 
optimal from its own domestic perspective. This should be seen as potential 
short run costs that are outweighed by the long(er) term benefits of this policy. 
This view should be held broadly, not only by the central bank but also by the 
government, politicians and the public at large. 

The exchange rate is an attractive intermediate target. It can be monitored 
very precisely and almost continuously. Compared to money, it is much less 
subject to the potential distorting influence of financial innovation and of high 
capital mobility. Technically an exchange rate target can be observed easily. It 
requires the central bank to steer short-term interest rates to the appropriate 
level. Experience shows that technically the central bank is capable to do so. 
Apart from the above conditions one additional condition has to be met to 
make a pegging policy viable and sustainable: the central bank should be inde- 
pendent. If not, the perception may arise that when experiencing outside 
pressure the central bank will not be prepared to raise interest rates sufficiently 
high or for a sufficiently long period, especially if in prevailing circumstances 
domestic considerations would call for a lower interest rate. 

Other intermediate targets are less attractive than monetary targeting or 
pegging the exchange rate. The next best alternative may be to target nominal 
income in a medium-term framework. Compared to monetary targeting 
drawbacks are that nominal income can less directly be influenced by monetary 
policy instruments and, more importantly, that targeting it may make the 
central bank more vulnerable to political pressure. The relation between the 
development of for instance income and employment is more visible than 
between money and employment. The risk of overshooting (and undershoot- 
ing) the final objective of policy appears to be greater than with monetary 
targeting, because the impact of monetary instruments on nominal income is on 
average likely to involve a longer lag than their impact on money. A practical 
statistical problem is that data on income are available with a rather long lag. 
In our view targeting the inflation rate itself, as Canada and New Zealand have 
recently chosen to do, comes close to targeting nominal income. We rank it 
below nominal income as target variable, because inflation is the variable at the 
very end of the transmission chain. The risks of over- and undershooting the 
target appear to be considerable in this case. Nevertheless, we still prefer an 
inflation targeting strategy (completed with the monitoring of other indicators 
to assess whether the targeted path is observed) to a fully eclectic approach. 
This is not clear for other conceivable intermediate target variables. We would 
for instance be very hesitant to use the (long-term real) interest rate as an 
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intermediate target, with a view to protecting the autonomy of the central bank 
in particular. The interest rate seems highly sensitive to political pressure. 
Moreover, the real rate of interest is not a directly observable variable. It can 
be calculated in a large number of ways with sometimes very different 
outcomes and implying very different developments. It is also not easy to 
determine at what level to target the real interest rate. The IS-curve is liable to 
shifts, among other things because of changes in the stance of fiscal policy. 
Finally, the long-term interest rate can be influenced by monetary policy, but 
there is not a straightforward and constant relation between monetary policy 
actions and changes in the long-term rate. Long-term rates are dependent on 
expectations (also about future policy moves) which as a result of policy actions 
may change in a way rather hard to predict. 


4.3. Instruments and operational procedures 


CBA appears to have some, but not many implications for the choice of 
monetary policy instruments and operating procedures. As to the choice of an 
operational target: almost all central banks in the industrialized world operate 
in a market environment. This calls for a (relatively) market oriented conduct 
of monetary policy. The choice is between the monetary base and a short-term 
interest rate. Given the usual interest inelasticity of the demand for base 
money, a fixed target for the monetary base would lead to undesirable fluctua- 
tions in short-term interest rates. Most central banks mainly look at short-term 
interest rates to assess the immediate impact of their actions. It is not necessary 
to adopt precise short-term target levels for short-term interest rates, nor is it 
always wise or even possible to do so. A consideration of strenghtening CBA 
may also be invoked here. A central bank comes under pressure sooner to 
change its interest rates the more it is viewed responsible for the level of short- 
term interest rates. Announcing target levels or zones for short-term interest 
rates may create or enhance that impression. 

Avoiding being too visible in the money markets can also be realized by 
somewhat limiting the amount of open market operations. Relatively 
infrequent open market transactions by the central bank may be more 
conducive to CBA than a continuous presence in the market. This tactic of 
‘relative invisibility’ can be completed with having available instruments that 
allow for some influence of market parties on the resulting interest rate. This 
approach of not always being too visible should not be overemphasized. 
Ultimately to achieve its intermediate target the central bank has to give a 
direction to the development of short-term interest rates. However, the 
normally longer term horizon of the intermediate target does not entail a very 
precise day to day management of short-term interest rates’. Thus, the 
medium-term character of the monetary strategy can be stressed. 
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It is important for CBA that the central bank has great freedom in designing 
and using its instruments. Some legal provisions are necessary. These may have 
a rather general character, for instance by stating that the policy instruments 
are designed by the central bank. It does not undermine CBA if some non- 
market conform instruments are explicitly prohibited (for example credit 
ceilings). In the same vein, it may be useful to explicitly state that some instru- 
ments are allowed. This applies to non-interest bearing cash-reserve require- 
ments, because they imply a tax on the banking system. From the point of view 
of legal certainty the maximum reserve percentages could be defined by law, 
but the central bank should be given discretion in applying this instrument. 

It is not sufficient that there is a legal basis for CBA. CBA should also be 
supported in practice. This especially applies to the use of the instruments, in 
particular if they lead to high(er) short-term interest rates. The government 
may be less tempted to put pressure on the central bank if its debt and deficit 
are relatively small and as small as possible a share of them is financed with 
securities of a short maturity. In the same context it is clear that the central 
bank should not be forced to finance the government. Generally, the central 
bank should only be willing to provide the government with finance for 
seasonal or incidental fluctuations in its cash position in the context of a well 
defined agreement that includes upper limits to this facility. Under EMU all 
central bank financing of the government will in fact be prohibited. 


5. MONETARY POLICY, EXCHANGE RATE POLICY AND 
CENTRAL BANK AUTONOMY 


Exchange rate policy and monetary policy are interdependent. In most 
countries the government is responsible for the choice of the exchange rate 
regime and for changes in parities in an adjustable peg system. The central 
bank is usually reponsible for executing exchange rate policy, because the 
instruments that are used for this policy are the same as those of monetary 
policy. This already indicates that a conflict may arise between the necessities 
of monetary policy and the obligations that follow from exchange rate agree- 
ments. This may put CBA at risk. Therefore, in this section we briefly elaborate 
on the division of responsibilities between the government and the central bank 
in exchange rate policy. 

In principle at least five different exchange rate regimes are possible: 
a) flexible exchange rates; 
b) fixed exchange rates and no independent monetary policy; 
c) fixed exchange rates and independent monetary policy; 
d) fixed, but adjustable exchange rates; 
e) flexible rates managed to a certain degree. 
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From the point of view of CBA a and b are in principle without problems. 
In regime a the central bank uses its instruments solely for monetary policy and 
in b solely for exchange rate policy. It should be noted that regime a in its pure 
form almost never occurs in practice. Regime c logically cannot exist in a world of 
free capital mobility and perfect international asset substitutability. In today’s 
world capital restrictions have been removed to a large extent. International 
financial markets have become more integrated over time and therefore asset 
substitutability has increased and is likely to be rather high. The imperfections 
that still exist seem insufficient to allow for an independent monetary policy 
over more than a brief period. Regime c is therefore not a sustainable option. 

Problems for CBA may arise in d and e. Experience shows (Bretton Woods 
and EMS) that an adjustable peg system normally evolves into a system with an 
anchor country that conducts a relatively independent monetary policy and 
with the other countries mainly directing their policies towards fixing their 
exchange rate against the currency of the anchor country. The non-anchor 
countries find themselves almost in b. The agreed fluctuation margins for their 
exchange rates usually do not allow sufficient scope for a really independent 
monetary policy’. The CBA of the central bank of the anchor country may be 
challenged from time to time, most likely in two ways. First, from abroad if 
partner countries would like to have another stance of monetary policy in the 
anchor country. Second, if the central bank of the anchor country is obliged to 
intervene in the foreign exchange market to an extent that its domestic inter- 
mediate targets (e.g. money supply) can no longer be met. To prevent, or at 
least contain, these pressures the conditions for tying one’s currency to 
another, mentioned in section 4.2, are of paramount importance. An 
additional condition that may be added here is that unsustainable parities 
should be adjusted timely and in an orderly way. From the point of view of the 
anchor country it could be argued that its central bank should have the option 
to suspend intervention if its domestic monetary policy objectives are jeopar- 
dized. Partner countries may find this unacceptable. It may increase the 
chances of speculative attacks on their currencies and may be perceived as 
giving them an unbalanced share of the adjustment efforts. In practice, 
however, there is certainly a limit to the amount of interventions a central bank 
of the anchor country would be willing to conduct. In view of the importance 
of CBA this is perfectly understandable. Under regime e for central banks in all 
countries the same kind of problems may arise from time to time as for the 
central bank of the anchor country in d. 

Viewed exclusively from the perspective of CBA, a flexible exchange rate 
system at first sight seems most attractive. (For non-anchor countries an 
adjustable peg system seems also relatively free of problems). But of course, 
the choice of an exchange rate system is not primarily based on considerations 
of CBA. Moreover, on closer inspection in a flexible rate system there can be 
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considerable pressure on the central bank to adjust its policies, especially in 
relatively open economies. For these economies a system of fixed but 
adjustable parities may be the best option available. Consider the European 
case. Flexible rates between the open economies of Western Europe could 
easily lead to pressure on central banks to run a looser monetary policy than in 
other countries to bring about a competitive depreciation. When all countries 
would act in the same manner, the end result would be inflationary policies, 
possibly the imposition of trade restrictions and political strains. All this would 
imply a reversal of economic integration. Therefore, for Europe a system of 
fixed, but adjustable exchange rates seems the best option until a monetary union 
is established, also from the perspective of strenghtening CBA. However, if coun- 
tries are not too strongly integrated a managed flexible rate system is preferable. 
In our view it is nearly impossible to completely safeguard CBA by adopting 
rules or legal provisions in the context of the relation between exchange rate 
policy and monetary policy. Transferring the responsibility for the establish- 
ment of exchange rate regimes or for changes in parities to central banks could 
be considered. An important argument against it is that these decisions involve 
more than trying to achieve price stability. They should therefore be made in 
the context of a more general policy formulation which has to be done by gov- 
ernment. Of course, central banks should be consulted by governments before 
concluding exchange rate agreements or before changing parities. Their advice 
should be published. This gives central banks a way to express their views and 
to influence decision making. In practice, the extent to which CBA can be 
impaired by exchange rate considerations seems to depend on the autonomy 
the central banks has in other fields (i.e. its overall autonomy), the reputation 
it has been able to establish and the importance attached to the goal of price 
stability and CBA by the government and the general public. The greater the 
overall independence of the central bank, the greater its reputation and the 
more importance attached to price stability as a goal of economic policy the less 
the risks seem to be*’. The central bank has to protect its autonomy in the 
context of the consequences of exchange rate policy mainly through its own 
behaviour. It inevitably remains a field where central banks have to be alert, 
despite the fact that tensions between monetary policy and exchange rate 
policy may only emerge infrequently. This can be illustrated by looking at the 
arrangements envisaged for EMU. The division of the responsibilities for 
exchange rate policy between the ESCB and the political authorities is not 
clearly defined. The political authorities may give orientations related to 
exchange rate policy to the ECB. It is not clear, however, to what extent this 
diminishes the ECB’s autonomy, because the statute adds that these orienta- 
tions should not detract from the pursuit of price stability by the ECB. 
Therefore, the ESCB has to ensure largely in practice that its autonomy is not 
eroded by exchange rate policy. It cannot be denied that at times this may bea 
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difficult, but also challenging job, because the ECB will be an institution 
without an established reputation to start with. On the other hand, no major 
tensions need arise in the foreseeable future. The EMU can be expected to 
operate a system of flexible exchange rates against the other large economic 


entities, i.e. the United States and Japan, given the relatively closed character 
of its economy. 


6. CONCLUSIONS 


In this paper a number of policy issues related to central bank autonomy (CBA) 
are analyzed on the presumption that central banks should be autonomous. 
The main conclusions can be summarized as follows: 

1. The distinction between macro and micro prudential control can be useful 
to clarify the issue of whether to combine monetary policy and prudential 
supervision. The arguments against such a combination do not apply to 
macro prudential control. Absolute judgements on the separation or combi- 
nation of monetary policy and (micro) prudential supervision are not 
warranted. It appears possible to maintain CBA in both cases. Besides the 
structure of the banking system, the way a country conducts its monetary 
policy may be a relevant factor in making the choice between the two alter- 
natives. 

2. CBA requires a codified legal basis. CBA may have constitutional implica- 
tions. Accountability in the general sense of explaining and making visible 
a central bank’s policies need not undermine CBA, and may actually 
enhance it by way of strengthening its credibility and the acceptance of its 
policies by the public. It may, however, be that political accountability, in 
the sense of reporting to and defending policies in parliament, could detract 
somewhat from CBA. This calls for able and committed directors of central 
banks to be selected exclusively on the basis of central banking competence 
and not on their political skills. 

3. Given the rationale for CBA, price stability should be the final objective of 

’ monetary policy. Other policy objectives can only be supported as far as 
they do not interfere with the pursuit of price stability. 

4. Monetary policy should be conducted in a medium term framework. Active 
anti-cyclical monetary policy is not to be recommended. If actual inflation 
does not deviate too much from price stability, monetary policy can 
contribute to automatic stabilization of the cycle in real economic activity. 
CBA can be strengthened by using intermediate targets in monetary policy. 
From the perspective of CBA intermediate targets can be ranked, with 
monetary targets as the most and interest rate targets as the least attractive. 
For an open economy, pegging its currency to that ofa large country may be 
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best alternative under a number of conditions. 


. Central banks should be granted a large degree of freedom in designing and 


using their instruments. CBA may be enhanced by the central bank being 
not ‘too visible’ in the money markets. This argues for not too frequent open 
market operations and the availability of instruments which leave some 
scope for market participants’ influence on the development of short-term 
interest rates. Otherwise, CBA has no strong implications for instruments 
and operational procedures. 


. To minimize potential political pressure on the central bank, governments 


should run only modest deficits, in principle to be financed in the capital 
market. Central banks should not be forced to finance the government 
directly. 


. There are reasons for making the political authorities responsible for 


decisions on exchange rate regimes and parity changes within an adjustable 
peg system. Inevitably, this entails that sometimes conflicts between 
monetary policy and exchange rate policy may arise which may impair 
CBA. This is even the case in a (managed) flexible exchange rate regime, for 
an open economy in particular. These conflicts cannot be fully prevented or 
resolved by regulations. The central bank should protect its autonomy in 
this respect mainly by its practical actions, among others by making public 
its advice on exchange rate matters. This is easier the higher the overall 
independence of the central bank, the greater its reputation and the greater 
the support among politicians and the general public for the goal of price 
stability. 


NOTES 


. See, for instance, Alesina and Summers (1993), Cukierman (1992) and De Haan and Sturm 


(1992). For a recent ranking of central bank independence in industrial countries, see Eijffinger 
and Schaling (1993). 


. De Kock (1939). In fact De Kock (p. 328) mentions a‘. . . recent trend towards state ownership 


and/or control of central banks . . . to be attributed primarily to the trend of public opinion in 
favour of direct state control of monetary and banking policy . . .’. 


. See Goodhart'(1988). 

. See, for instance, De Beaufort Wijnholds (1992). 

. See Baltensperger (1993) and Vives (1993). 

. See Tietmeyer (1991), p. 185. For the case for combining monetary policy and prudential super- 


vision within the central bank, see Muller (1981). 


. See Goodhart and Schoenmaker (GS$;1993), p. 8. They give some possible examples of this, 


such as the effect on US monetary policy of the savings and loan crisis. 


. GS, p. 4. This argument, however, extends only to the initial payer. Since central banks are 


nowadays all fully or partially government owned and transfer the bulk of their profits to the 


government, the ultimate payer tends to be the government, even if the central bank were to 
foot the bill initially. 


os 


9. Or rather kept together under one roof, as historically central banks tended to exercise both 
functions, albeit initially in a rudimentary fashion. Separate government agencies responsible 
for prudential supervision tended to be established much later than most central banks. 

10. G and S (p. 10) cite the example of a Danish bank which a number of years ago received 
liquidity support from the central bank, but was subsequently closed by the supervisory agency 
without apparently having consulted with the central bank. 

11. Whether the rescue of basically solvent banks experiencing acute liquidity problems is 
desirable, is from time to time challenged, mainly in academic circles. It has to be admitted that 
the distinction between liquidity and solvency problems is often difficult to make in practice 


(See Baltensperger (1993)). There is no straightforward solution for solving the moral hazard 
problem involved. - 


12. See De Beaufort Wijnholds (1992), pp. 13-14. 

13. See for this argument former Nederlandsche Bank Governor Zijlstra (1992) p. 252, and The 
Economist (1991), pp. 19-20. 

14. See Swinburne and Castello-Branco (1991), p. 27. 

15. See Brash (1993). 

16. Neumann (1992), p. 24. See also Neumann (1991). 

17. For a different view, see Burdekin, Wihlborg and Willett (1992), who suggest that ‘. . . the 
institutional design of the new ESCB . . . scores high marks for likely effective independence’ 
(p. 233). 

18. Crow (1993), p. 8. 

19. According to Article 11 of the statute of the ECB, directors will be chosen on the basis of a 
recognized reputation and professional expertise in the area of money and banking. 

20. See Friedman (1959), pp. 87-88. 

21. See BIS (1993), p. 141 and Deutsche Bundesbank (1993), pp. 19-20. 

22. See for instance Kremers and Lane (1990). For a review and assessment of the literature on 
European money demand, see Van Riet (1992, 1993). 

23. See also Duisenberg (1993) for the same view. 

24. See De Beaufort Wijnholds (1991), p. 287. 

25. See Bernanke and Mishkin (1992). 

26. In the context of Dutch monetary policy the former governor of the Nederlandsche Bank, 
Zijlstra, has called an approach very akin to the one described: ‘moderate monetarism’. 

27. See OECD (1989), p. 49. 

28. See Berk and Winder (1994), who demonstrate this. 

29. This is however necessary if the exchange rate is rather closely tied to that of another currency. 

30. This may be different for the present ERM with fluctuation margins of 15%. One might argue, 
however, that this system has more characteristics of e than d as long as the exchange rates 
remain far removed from their intervention limits. 

31. Politicians may foster CBA by not always being too directly involved in making decisions about 
exchange rate matters, even if they are formally responsible. 
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Alex Cukierman’s paper is a welcome contribution to the new field of “con- 
stitutional economics”. Cukierman analyses how much independence will be 
granted to a central bank, assuming that the degree of independence is chosen 
rationally by the politicians. The theoretical model in the paper shows how the 
answer depends on the politicians’ assessment of what the central bank can do 
to mitigate business cycles, as well as on complicated dynamic calculations 
regarding the management of the national debt. On the one hand, an indepen- 
dent central bank makes it easier for the current government to sell national 
debt since the markets will impose a smaller risk premium as compensation for 
the risk that a politically-dominated central bank may inflate away the debt in 
the future. Conversely, if the government is hopeful of winning future elections 
and wishes to retain the option to eventually inflate its national debt, it may 
prefer a more compliant central bank to cooperate with an inflationary 
reduction of the real burden of the national debt. 

We can now think about monetary stability on three different levels. Tradi- 
tional neo-classical macroeconomics continues to be relevant for questions 
such as: “do high budget deficits lead to higher future inflation?”; “What 
exactly are the macroeconomic costs of high and unstable inflation?”; “Is it 
worth the temporary costs in terms of reduced output growth to force inflation 
in the range of 4-5% down further to 0-2% ?” Macroeconomic answers to such 
questions can assume a transparent political process with a single national 
policy maker. The private sector incorporates the government sector in its own 
intertemporal optimizing model. 

On a higher level, we can ask questions that belong to “political economy”: 
“does a politically dependent central bank lead to higher inflation on average?” 
In modern political economy we use game theory to analyse outcomes that 
depend on (1) rational politicians; (2) an independent (or not so independent) 
central bank and (3) a representative economic agent in the private sector. The 
analysis can be performed for different political regimes such as fixed 
exchange rates, a currency board or any other type of institutional framework 
in which the central bank operates. 

Cukierman explores the next higher level, that of constitutional economics. 
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He attempts to determine the degree of independence of the central bank as a 
function of “deeper” institutional parameters, such as the degree of stability in 
the political process, the type of electoral law, and the desire of the politicians 
to have the national debt managed according to their interests. Economics, 
defined as the science of rational, optimizing behaviour under given con- 
straints, is now extending its territorial ambitions even further into the area 
traditionally occupied by political science. Economic analysis will even deliver 
insights that are pertinent to the field of constitutional law if it can show corre- 
lations between the electoral system and the type of monetary policy preferred 
by the elected politicians. 

There is one further rung on this ladder (not attempted by Alex Cukierman 
in this paper), namely a systematic attempt to apply economic analysis to 
historical questions. It is not a big step from constitutional economics: “which 
type of political process delivers the greatest amount of monetary stability?” to 
historical questions such as: “do extreme inflationary episodes lead on average 
to changes in the political system?” The great advantage of economics in having 
a clear methodology that lends itself well to formal mathematical and statistical 
analysis will than show up in its ability to not only test hypotheses in political 
science but even in the historical field. 

In a political economy exercise, the interaction between the politicians, the 
central bank and the public is analyzed for each single period, for given political 
institutions. For instance, both the public and the politicians may realize that 
over the long term attempts to produce positive monetary surprises will not 
lead to higher employment, because the surprises cannot all be positive. But, 
even with full agreement about the way the economy works and the eventual 
futility of positive monetary stimulus, nevertheless the temptation to do so 
within the current period remains and the private sector may rightly suspect the 
central bank of giving in to political pressure to achieve a more favourable 
outcome within the current period (before the next elections!) if most of the 
benefits of positive monetary stimulus are felt immediately, whereas the costs 
in the form of higher inflation and a higher inflationary premium in long-term 
interest rates will become visible later. Cukierman’s model in this paper incor- 
porates all of these elements but he pushes the analysis further within the realm 
of constitutional economics by considering the self-interest of two political parties 
that alternate in power. Each party has to consider the optimal degree of indepen- 
dence for the central bank, not only in view of the central bank’s potential contri- 
butions to stabilizing the business cycle or even producing an artificial boom just 
before the elections, but also from the point of view of the management of the 
national debt. According to Cukierman’s model each political party would of 
course prefer to fund the current budget deficit at the lowest possible cost which 
requires a low inflationary premium in long-term interest rates, suggesting an inde- 
pendent central bank. Also, the political parties would not like to provide their 
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political opponents with an option to choose an explosive path for the national 

debt whenever they return to power and subsequently inflate the debt away, 

but at the same time they prefer not to completely close the option of inflating 
away the national debt which might result from its own expansionary policies. 

It is already clear from this description of the model in equation (1) in the 
paper, that some results with respect to the optimal degree of independence for 
the central bank from the point of view of the politicians will be ambiguous. 
Cukierman writes “if not re-elected, the encumbent party does not value the 
ability to inflate the debt away as much as it values this ability when it is re- 
elected”. Since the probability of winning the next election is random in the 
model and does not depend on manipulation of the political business cycle or 
the chosen path for government expenditures, the model will be unable to 
deliver sharp results for the relationship between public debt management and 
political independence of the central bank. This indeed, proves to be the case 
(see propositions 3 and 4, both of which are conditional statements). 

Cukierman is able to derive a number of interesting, positive results from his 
model, as follows: 

1. The more desperate the current government is to fund a large deficit, the 
more they will value an independent central bank since this leads to a lower 
inflationary risk premium in long term interest rates (the central bank is not 
supposed to buy any part of the fresh national debt in the model). 

2. Central bank independence is more helpful to the present government if the 
public has good reason to be suspicious about inappropriate monetary 
stimulus, again because an independent central bank delivers a smaller risk 
premium in interest rates. 

3. Other things equal, the politicians will prefer an independent central bank 
more, the more they hate the political opponents, since the bank provides-a 
more valuable constraint on these opponents’ budgetary policies. 

For the analysis Cukierman assumes that it is possible in principle for the 
politicians to override the central bank and impose their own preferred 
monetary policy, but that the cost of this goes up with the degree of indepen- 
dence bestowed on the central bank. 

The formal model in the paper is limited to two political parties that 
alternate randomly in office, but in the final section Cukierman offers some 
speculations about the correlations between the type of political system and 
central bank independence. Referring to chapter 23 in his book “Central bank 
strategy, credibility and independence”, he states: “preliminary empirical 
evidence suggests that legal central bank independence is larger when party 
instability is larger and lower when regime instability is higher”. The regression 
results on page 447 of the 1992 book show, however, that the explanatory power 
of Cukierman’s proxy variables for political instability and regime instability is 
minimal. The t-value on a variable measuring “party political instability” equals 
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1.1. That proxy variable is designed to capture the frequency of political change 
on the left-right dimension. The t-value on the index for “regime political insta- 
bility” equals 1.4; in Cukierman’s book that variable counts the number of 
changes in the type of regime (from authoritarian to democratic or vice versa). 

However weak statistically, it is certainly worthwhile to try to analyze the 
effect of different types of constitutions and electoral laws on legal central bank 
independence. Rather stronger evidence in the same area has been provided by 
one of the papers cited by Cukierman, namely Grilli, Masciandaro and 
Tabellini (1991). Their Figure 2 (p. 352) shows a very strong correlation 
between the quality of fiscal policy as measured both by net government debt 
in 1979 and by primary deficits as a percentage of GNP (period average for 
1950-89) when a large number of OECD economies are classified in three 
categories. Group 1, the representational parliamentary democracies (Austria, 
Belgium, Denmark, Greece, Italy, The Netherlands and Spain) exhibit multi- 
party democracy over most of or all of this period and have by far the largest 
primary deficits and the biggest national debt. Group 2 in the analysis of Grilli 
et al. covers the majoritarian parliamentary democracies (Australia, Canada, 
Germany, Ireland, Japan, New Zealand, Switzerland and the U.K.), countries 
in which two political parties alternate in office because of a political first-past- 
the-post-system, countries in this group show much smaller primary deficits on 
average and a ratio of net debt to GNP that is hardly more than half the ratio 
in the representational parliamentary democracies. Finally, the presidential 
democracies, France after 1958 and the U.S., show even smaller ratios of 
government debt to GNP and more modest primary deficits. 

This evidence is quite suggestive of the hypothesis that multi-party systems 
with frequent elections and no realistic potential for a single party to obtain a 
clear majority in parliament lead to more instable or less time-consistent fiscal 
policies and thus to a more rapid growth in the real value of outstanding 
government debt. Grilli et al. also test for possible correlations between the 
type of constitution and electoral law on the one hand and average inflation on 
the other hand and find weaker results, corresponding to the evidence in 
Cukierman’s 1992 book: “some countries with unsustainable debt paths have 
managed to maintain low inflation” Grilli et al. , p. 364) and: “the conclusion 
is that for most OECD countries fiscal policy has not been a major determinant 
of monetary stability in the post war period. Rather the evidence suggests that 
the often observed combination of large seigniorage and high public debt may 
reflect some other fundamental determinant, possibly linked to monetary 
institutions” (pp. 364-65). 

Historical evidence from an earlier period also suggests a correlation 
between the type of electoral system and inflationary outcomes. In “Golden 
Fetters”, Barry Eichengreen notes a preponderance of multi-party democ- 
racies in the set of countries that experienced high inflation in the aftermath of 
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the first World War. The same countries remembered these inflationary 
episodes when faced with the choice whether to try to maintain or to devalue 
off the Gold Standard during the great depression of the 1930s. According to 
Eichengreen, the multi-party democracies of the 1920s were so influenced by 
memories of that episode, that they hesitated longest before abandoning the 
gold standard in the mid-1930s.! 

The evidence from two historical periods suggests that there are useful issues 
to explore in constitutional economics in the area of relationships between 
choice of electoral system and resulting financial policies. The paper’s formal 
analysis touches one of these questions, but the potential to derive rigorous 
results is limited since Cukierman has to assume a two party system and does 
not allow any feedback from government policy towards election outcomes. 
The speculations at the end of the paper make one hopeful that perhaps his 
next, more political, model will tackle these fascinating issues more directly. 

An important feature of Cukierman’s work, both in the present paper and 
in his 1992 book is the emphasis on well-understood macroeconomic trade-offs, 
somewhat at the expense of allowing a principal role for economic uncertainty. 
In Cukierman’s world, if the central bank delivers a sub-optimal outcome, it 
does so on purpose because there is no better time-optimal policy. The formal 
analysis concentrates far more on avoiding inconsistent policies over time than 
on coping with uncertainty. Looking back at the 1980s, however, one could 
argue that inflationary episodes in the U.K. and Sweden as well as the “bubble” 
economy in Japan had much more to do with honest policy mistakes under 
conditions of great uncertainty regarding the income velocity of money and 
confusing signals of different macroeconomic indicators, than with a 
purposeful choice for a point on the short-term Phillips curve that generated 
somewhat higher economic growth over the short-term but delivered higher 
inflation later. The models in this paper as well as in the 1992 book assume full 
agreement and knowledge about the income velocity of money as well as of all 
relevant macroeconomic parameters. Hence, the emphasis on issues of time 
inconsistency at the expense of decision making under uncertainty. 

I also do not believe that the claim made in passing in the paper that models 
with so little uncertainty are capable of analyzing the costs and benefits of 
different intermediate targets of monetary policy, especially the choice 
between interest rate smoothing or monetary aggregate targeting. Such issues 
require a richer menu of uncertain shocks, both temporary and permanent that 
may affect the economy. Modelling the problems that faced monetary policy 
makers in the 1980s also requires, in my view, taking into account the difficul- 
ties in forecasting medium-term inflation, and an answer to the question 
whether movements in asset prices or in the exchange rate provide information 
that can help us to improve upon a purely monetary reduced form forecasting 
equation for future inflation. Many important disputes about monetary policy 
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in the 1980s were related to uncertainty about velocity, to the correct inter- 
pretation of movements in asset markets and their potential implications for 
monetary policy (Japan!), to the dynamics of house prices and real estates 
prices in general as well as to the consequences for velocity of financial de- 
regulation. Problems of time-inconsistent policies are far from trivial, but do 
not capture all the features which would be necessary for a full analysis of the 
difficulties of monetary policy making. I would have preferred (in Cukierman’s 
next paper?) richer stochastics somewhat along the lines of his paper with Allan 
H. Meltzer “A theory of ambiguity, credibility, and inflation under discretion 


and asymmetric information”’. 


NOTES 


1. See Barry Eichengreen (1992), Golden Fetters, The Gold Standard and the Great Depression 
1919-1939, Oxford University Press, Oxford. 
2. Econometrica, 54, pp. 1099-1128. 


Comment on Onno de Beaufort Wijnholds and 
Lex Hoogduin: Central Bank Autonomy: Policy Issues 


MANFRED J. M. NEUMANN 


University of Bonn 


De Beaufort Wijnholds and Hoogduin are to be complimented for an insightful 
paper on selected policy aspects of central bank autonomy. They carefully 
remind us of the various pros and cons of each issue before they draw conclu- 
sions. Naturally, their opinions are influenced by the impressive policy record 
of De Nederlandsche Bank. 

In my comments I will briefly touch on the issues of banking supervision, 
central bank accountability, and monetary targeting but deal more extensively 
with the question what the merits might be of completing the status of central 
bank independence by taking away from government the authority over 
exchange rate matters. 


1. BANKING SUPERVISION AND MONETARY POLICY 


Is it advisable to make central banks responsible for banking supervision? The 
literature is split on the issue and the authors settle on the middleground which 
is, monetary policy in larger countries, aiming at money stock control, might be 
endangered by supervisory considerations, while such conflict is less likely in 
smaller countries where monetary policy takes the form of exchange rate 
pegging. 

In my view, neither country size nor the specifics of the policy concept 
_ matter. The main issue to be considered is systemic risk. Any financial sector 
crisis, i.e. a run on banks or a crash of the stock or the bond market, requires 
that the central bank stands ready to satisfy the resulting excess demand for 
base money at the inherited interest rate level. Nobody disputes that the central 
bank has to act as the lender of last resort. 

Accepting responsibility for banking supervision, in contrast, makes the 
central bank vulnerable to potential demand for offering emergency credit 
assistance, to help out an individual bank which is claimed to be temporarily 
illiquid but solvent (Goodfriend, 1993). The problem with accepting the micro- 
responsibility of providing emergency credit is to be seen in the danger that due 
to moral hazard the central bank becomes the lender of first resort. This leads 
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me to prefer that the functions of monetary policy making and banking super- 
vision are kept institutionally separate, though the central bank might usefully 
assist in monitoring banks. 


2. ACCOUNTABILITY 


Democracy does not imply that any public institution is to be directly controlled 
by parliament. As the discussion by the authors indicates, the control of central 
bankers rests on three pillars: a legal status which defines the rights and obliga- 
tions of central bankers, the appointment of governors by government, and 
regular reporting about policy targets and implementation. The Bundesbank, 
for example, provides extensive economic and statistical information in 
monthly and annual reports, distributed free of charge, and in numerous public 
speeches. This way, the Bank permits democracy by public discussion. Intro- 
ducing the additional requirement of having the central bank’s president testify 
in parliament — as provided for in the Maastricht-treaty — does nothing to enrich 
the public’s information set but is likely to give rise to an undesirable politicisa- 
tion of monetary policy’. 

The authors rightly point to the need that central bankers are selected on 
competence rather than partisanship. However, this is part of the more 
complex problem of securing, what I call, the Thomas-Becket effect 
(Neumann, 1991), i.e. inducing central bankers upon appointment to adopt 
safeguarding the value of the currency as their personal /eitmotif and to cut all 
former political ties. Personal independence presupposes an incentive- 
compatible status. Terms of office and reappointment as well as salaries are 
clearly important ingredients’. 


3. MONETARY TARGETING 


Annual announcement of an intermediate target has become an accepted 
procedure of monetary policy making. Public targeting provides important 
information and can be used to shield monetary policy against political 
pressure. Moreover, it permits central bankers to gain some influence on wage 
bargaining and fiscal policy making. As regards choosing a target variable, I 
completely agree with the authors’ evaluation of the alternative solutions. 
Even if we disregard the problem of potential political pressure, variables 
like the inflation rate or nominal income are goal variables. They cannot 
credibly serve as target variables, because they cannot be controlled over the 
shorter run. Saving (1967) already pointed out that a target variable “must be 
readily observable with little or no lag and rapidly affected by the policy 
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instruments.”* Therefore, it seems that the current Canadian experiment with 
an inflation target will remain an experiment. Short-term interest rates, in 
contrast, can be controlled daily by monetary policy. However, any interest 
rate targeting invites the Wicksellian nightmare of cumulative inflation or 
deflation if the interest rate target or rule is not anchored by a moncy stock 
target (McCallum, 1981). In a nutshell, proponents of interest rate targeting 
are misled if they believe that a conjectured breakdown of money demand 
functions provides a valid argument in favour of replacing money supply 
targeting by interest rate targeting. With information about money demand 
lacking, it is impossible to determine the interest rate level compatible with 
price stability. 

I conclude that there is no superior alternative to money supply targeting. 
Smaller countries, like Austria or the Netherlands, might prefer exchange rate 
pegging to money supply targeting. Clearly, this implies to accept the cost of 
importing the larger country’s inflation as well as ideosyncratic shocks. 


4. EXCHANGE RATE POLICY 


De Beaufort Wijnholds and Hoogduin discuss the implications for central bank 
independence of alternative exchange rate regimes and settle with the tradi- 
tional solution: The sovereignty of choosing the exchange rate regime and — in 
the case ofa fixed rate system — of negotiating parity adjustments should remain 
in the hands of government because “these decisions involve more than trying 
to achieve price stability”. It seems that the authors need to spell out what they 
have in mind. Since they do not support the attempt at competitive deprecia- 
tion, there must be some hidden long-run consideration, possibly non- 
economic, which suggests that picking an exchange rate target that is in conflict 
with the objective of price stability might nevertheless be in the interest of the 
country. This is a rationalization of the status-quo. If we accept it, it will be 
difficult to hold central banks responsible for achieving price stability. 

In general, price stability and exchange rate stability are non-compatible 
objectives. They require ranking. If primacy is given to exchange rate 
targeting, the adjustment of the price level is to be accepted and vice versa. 
Therefore, the ranking decision must rest with one authority, either the 
government or the central bank. The traditional solution assigns the decision to 
government and subordinates the central bank. This is a clean solution. Unfor- 
tunately, it has an inflation bias. For this reason a growing number of 
economists endorses providing the central bank with independence from gov- 
ernment. However, in my view this alternative solution is seriously incomplete 
if the central bank remains subordinated to government with respect to 
exchange rate policy. 
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The authors acknowledge that splitting the authority over monetary and 
exchange rate policy invites conflict. To solve the problem they propose that 
the central bank makes public its advice on exchange rate matters, a few days, 
say, after a realignment. This is a surprising proposal. It amounts to presenting 
the conflict to foreign exchange markets and letting speculation be the judge on 
which authority is right. While this may have happened in the past by accident, 
inviting unnecessary upheaval in foreign exchange markets is hardly a 
defendable procedure. Moreover, I can think of no government that will accept 
as a regular procedure undermining open-mouth-policy by the central bank. 

In conclusion, it seems preferable that we economists advertize the clean 
solution of providing central banks with the undivided power over monetary 
and exchange rate policies. Granting independence to the national central 
banks and completing independence by transferring the sovereignty over 
exchange rate matters to them, is likely to make an important contribution to 
resolving the present unclear status-quo of the European Monetary System 
(EMS). The recent extreme widening of the exchange rate bands has created a 
potentially unstable situation. It is open to interpretation whether governments 
continue considering some discipline as regards exchange rates an indispens- 
able means towards reaching European Monetary Union (EMU) or whether 
they are longing for the unrestricted freedom of a free float. Foreign exchange 
markets will put governments to test, should they try exploiting the scope of the 
wider margins in the future. 

As complete central bank independence implies binding the hands of 
government with respect to inflation and the exchange rate as well, it provides 
a credible signal that the exchange rate constraint will be honoured in the 
design of domestic policies. Granting complete independence would even 
permit reinstalling the EMS as astable system of fixed, but adjustable exchange 
rates with more narrow bands. Independent bankers will be in a position of 
stabilizing the system by gradually eliminating inflation differentials, by 
precluding rekindling inflation and by responding to larger changes in real 
exchange rates much earlier than governments are prepared to. This flexibility 
will raise the credibility of the system and eliminate the incentive for large-scale 
speculation against any particular currency. 


NOTES 


1. The president of a smaller European central bank when invited by members of parliament to see 
them in parliament responded by inviting them to see him in the bank. 

2. In passing we note that the provisions of the Maastricht treaty are seriously deficient in this 
respect. The members of the board of the European Central Bank will receive a single eight- 
years term, implying that they will look early for another position. For the national governors 
a minimum term of no more than five years is specified, the typical solution we know from 
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government-dependent central banks. Compare this with the Bundesbank. The members of the 
Central Bank Council receive an eight-years term with automatic reappointment. 

3. See also Brunner (1969). It is like shooting into the fog if you reduce base money growth today 
in order to effect a desired level of inflation two years from now. 
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SESSION III: THE DESIGN OF MONETARY 
LAC Y 


Intermediate Targets versus Information Variables as 
Operating Guides for Monetary Policy 


BENJAMIN M. FRIEDMAN* 


Harvard University 


The notion of ‘a framework for monetary stability’ — the title of this conference 
— immediately implies the desirability of maintaining steady growth, or under 
some circumstances even a steady level, of money however defined. This 
presumption is consistent with the recent practice of anumber of central banks, 
and with the rhetoric of many more. For more than two decades, target growth 
rates for one or another measure of money have often played a key role in the 
formulation and implementation of monetary policy. European central banks, 
including in particular the Bundesbank, have been especially prominent in this 
regard. 

In the United States, the country on whose experience this paper focuses, 
the Federal Reserve System first began to incorporate explicit money growth 
targets in its policymaking process in 1970, and since 1975 the Federal Reserve 
has been required under law to set such targets and to report regularly to 
Congress on its success or failure in meeting them. Since then the practical 
importance of money growth targets in U.S. monetary policymaking has varied 
over time. As is well known, these targets were especially important during the 
period of disinflationary monetary policy in 1979-82. 

Stable money growth per se, of course, is not what monetary policy is all 
about. Explicitly or implicitly, most central banks’ basic charge is to maintain 
price stability and/or full employment, and in many countries also to preserve 
a satisfactory equilibrium in the economy’s international relationships and 
hence in the exchange value of the nation’s currency. The presumption that 

‘monetary stability is a desirable objective for monetary policy is, in the end, a 
presumption that stable money growth is the most reliable way to achieve these 
more fundamental objectives. 

At least in the United States, that presumption has foundered. The 
relationships that once connected money growth to the growth of either income 
or prices have utterly collapsed in the face of financial innovation, 

deregulation, and perhaps other influences as well. On the currently available 


* Iam grateful to Ben Broadbent for research assistance, and to the G.E. Foundation and the 
Harvard Program for Financial Research for research support. Parts of the paper draw on my 
recent work, including Friedman (1990, 1993) and Friedman and Kuttner (1992). 
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evidence, money growth no longer reliably predicts any aspect of overall 
economic activity that is of interest for purposes of monetary policy. It is now 
unclear, therefore, what role — if any — monetary stability or even money 
growth targets at all can usefully play in the making of U.S. monetary policy. 
Instead, the Federal Reserve in the most recent period has relied ever more 
heavily on its influence over short-term interest rates, including in particular 
the federal funds rate. 

While this change in the conduct of U.S. monetary policy has been taking 
place piecemeal for some time in response to the unraveling of money-based 
relationships, what was new most recently was the Federal Reserve’s stark 
public admission that, at least for the foreseeable future, the era of its reliance 
on money growth targets is over. Rather than couching the matter in the usual 
central bankers’ language describing a gradual shift in emphasis between one 
set of guidelines and another, Chairman Alan Greenspan’s semi-annual report 
to Congress in July 1993 stated baldly that M2, the one aggregate that had 
figured importantly in monetary policymaking in recent years, ‘has been 
downgraded as a reliable indicator of financial conditions in the economy, and 
no single variable has been identified to take its place’. Mr. Greenspan’s 
testimony also pinpointed frankly the reason for the change: “The historical 
relationships between money and income, and between money and the price 
level have largely broken down’’. 

The object of this paper is to lay out the considerations that determine 
whether money growth targets — or, for that matter, any other kind of targets 
that represent intermediate steps between a central bank’s operations and its 
ultimate macroeconomic objectives — provide a useful focus for monetary 
policymaking. The paper instead makes the case for an alternative class of 
policymaking procedures relying on money and/or other indicators as informa- 
tion variables. In contrast to an intermediate target procedure, under which an 
aberrant movement of the designated target variable automatically requires 
corrective action, under an information variable procedure such movements 
merely create the presumption that a development has occurred that merits 
attention and that may warrant action depending upon circumstances. Hence 
the central bank must make a judgment of whether to respond at all, and if so 
then how. 

Because of the need for such judgments, the information variable procedure 
clearly imposes more of an ongoing burden on a central bank than does the 
automatic pilot steered by an intermediate target. But the intermediate target 
procedure imposes burdens of another kind, in that it will lead to systematically 
good performance (measured by the ultimate objectives of monetary policy) 
only under stringent conditions. At least in the United States, there is currently 
no evidence that those conditions are satisfied. 

Indeed, the paper’s main conclusion is that, at least for the case of the 


111 


United States, the conditions that would warrant the elevation of ‘monetary 
stability’ to a central role in monetary policymaking neither exist now nor are 
likely to exist in the near future. The paper therefore concludes with some 
concrete suggestions not only for how to go about implementing an information 
variable procedure but also for what kinds of information variables might be 
useful. Whether these conclusions carry over to the case of central banks 
outside the United States, including those in Europe that in the past have relied 
heavily on money growth targets, is a question that this paper does not address. 
But the conceptual determinants of that question are, analytically, parallel to 
the ones illustrated here for the U.S. case. 

Section 1 begins with basics by clarifying the distinction between an inter- 
mediate target and an information variable for monetary policy. Section 2 illus- 
trates the collapse of the past decade’s efforts to use intermediate targets in the 
United States by focusing on the behavior of three specific money or credit 
aggregates. Section 3 digresses to explore a particular problem that can arise in 
this regard under some institutional circumstances, using as an illustration the 
recent situation of M2 in the United States. Section 4 concludes with a 
discussion of how to implement an information variable procedure for 
monetary policy. 


1. BASICS: INTERMEDIATE TARGETS AND INFORMATION VARIABLES 


It is traditional to represent the use of any given intermediate target variable for 
monetary policy as a two-stage procedure. In the first stage, the central bank 
determines the value of the intermediate target that would be consistent with 
the desired ultimate policy objectives under a variety of ex ante assumptions — 
for example, zero values for all relevant disturbances. At the second stage, the 
central bank proceeds, in some ex post fashion, to treat achieving the value of 
the intermediate target that it has set ex ante as if doing so were the objective 
governing policy. The distinction between the ‘ex ante’ assumptions employed 
in the first stage of this process and whatever makes the second stage ‘ex post’ 
is clearly crucial. That distinction is, of course, largely a matter of the availabil- 
ity of new information as time passes. The key role of the intermediate target 
variable is to provide the central bank with a ready rule for processing and 
acting on this new information. 

The context in which an intermediate target can be useful, therefore, is a 
dynamic economy in which the relevant behavior exhibits leads and lags distri- 
buted through time. For example, if people demand money for transactions 
purposes, and tend on average to accumulate money in advance of actual 
spending, then in general the observed value of the money stock at any time 
conveys information about the future strength of aggregate demand. Similarly, 
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when individuals’ or businesses’ ability to spend depends in part on their ability 
to borrow, and loan transactions tend to precede actual spending, the observed 
volume of credit conveys information about the future state of aggregate 
demand. In either case, such information is at least potentially useful whenever 
monetary policy actions affect economic behavior with a lag. 

Similarly, a variable like the money stock can also provide such useful infor- 
mation, even in the absence of behavioral economic lags, if there are lags in the 
availability of relevant data. For example, in a context in which disturbances to 
economic behavior are serially correlated, observations of the recent values of 
key variables convey information that is potentially useful for anticipating 
future outcomes. If observations of financial variables like money (or credit, or 
interest rates, or exchange rates) are available on a more timely basis than 
observations of variables like income and prices — as is the case in most 
countries — the information given by those financial variables in general has a 
role to play in setting the optimal value of the policy instrument. Equivalently, 
if observations of financial variables are available continuously throughout the 
‘period’ of analysis but observations of variables like income and prices are not, 
and the central bank can adjust the value of its policy instrument as time passes 
within the period, then again these available observations in general have a role 
to play in the policymaking process. 

Even so, finding that some variable like money conveys potentially useful 
information is not the same as establishing that the central bank should specifi- 
cally use that variable as an intermediate target. Much of the literature of the 
intermediate target problem has focused on analyzing just this distinction. In 
an early paper on this subject, I analyzed this aspect of the intermediate target 
problem in the context of a ‘bare bones’ model consisting of an aggregate 
spending function 


Yr = —Qyr, + Uy, (1) 
a money demand function 
m, = Bry: — Bor, + Vt (2) 


and a money supply (reserves demand) function 
m, = 8;h, + Sor, + Ge (3) 


where y is nominal income, r is ‘the interest rate,’ m is the money stock, his the 
reserve base, all constant terms are suppressed, all coefficients are positive, and 
u, v and q are disturbances exhibiting serial correlation. 

For zero expectations of all three disturbances, the policy that delivers the 
minimum variance of income in such a model is to set either r = 0 or h = 0 
(where the zero merely stands for the deterministic base value when the 
constant terms are suppressed), depending upon the comparison of variances 
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along lines that are standard from the work of Poole (1970). The potential role 
then for money, an endogenous variable in either case, is to provice informa- 
tion indicating a likely non-zero realization of some relevant disturbance, and 
therefore — if this information is in hand in time to react to it — warranting a 
different value of the policy instrument. In particular, if the disturbances are 
serially correlated, knowing the values of each of the model’s three endogenous 
variables at time t — 1 facilitates using (1)—(3) to discover the values of u,_1, V:-1, 
and q,_; and then calculating ‘informed’ expectations of the three disturbances 
for period t as Pullt-1, PvVt-1 aNd p,qt-1, Where the p; are the respective autocorre- 
lations. Given'this information, the optimal value of the policy instrument for 
period t, is then not r, = 0 but 


Tt a U1 (4) 


under the interest rate instrument, and not h, = 0 but 


1 
h, = — mor |: + 82) Pullt_1 — Oy PyVt-1 + Oy PgGr-1 | (5) 


under the reserves instrument. 
By contrast, using money as an intermediate target variable amounts to 
setting r or h so as to achieve E,_;(m,) =0. This policy is either 
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under the interest rate instrument, or 


hos eal Se) ae (7) 
81(a181 + B2) 
where w, and w are appropriately weighted combinations of all three variances 
a4, o¢ and a4 and all three corresponding covariances, under the reserves 
instrument’. 

The standard criticism of this procedure, then, is that in general neither (6) 
nor (7) is the policy that actually minimizes the variance of income, given the 
available information contained in the observations m,_; and either r,_; or h,_;. 
The policy that minimizes E,_;(y;) is instead either 


(6) 
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where w; and w, are analogous (though not identical) to and w,. Comparison 
of (6) to (8), or of (7) to (9), shows that treating money as an intermediate 
target of monetary policy does not in general deliver the instrument value 
consistent with minimizing the variance of income, given the information 
contained in lagged values of the endogenous financial variables, but under 
special conditions the two may be identical. Here, for example, if money 
demand is both interest inelastic and nonstochastic — that is, if B2 = oS 
then both (6) and (8) trivially reduce to r, = ( m,_;. It is hardly surprising, 
therefore, that the normative debate over the use of money as an intermediate 
target for monetary policy has been inseparable (as it is in this paper as well) 
from the empirical debate over the properties of money demand. 

Although the ‘bare bones’ model of (1)-(3) is far too simplified to be of 
direct practical import (it incorporates neither an exchange rate nor a distinc- 
tion between real income and prices, to cite the two most obvious simplifica- 
tions), the analytical issues illustrated here carry over to more sophisticated 
representations of economic behavior’. Whether movements in money do or 
do not reliably correspond to subsequent movements in income, or prices, or 
whatever aspects of economic activity are ultimately of concern to the central 
bank, is inevitably crucial to whether money can usefully serve as an inter- 
mediate target variable for monetary policy. 

Once it is clear that using some endogenous variable like money as an inter- 
mediate target of monetary policy is tantamount to a way of reacting to 
incoming information, and perhaps not the best way at that, the question 
immediately arises whether it is possible to process such information in a 
superior way. The basic idea at work in the ‘information variable approach’ is 
again dynamic, therefore, arising in just the context discussed above of either 
behavioral lags or data lags as the motivation for the intermediate target 
strategy. Observations of a variable like the money stock are potentially useful 
for anticipating future stochastic movements of variables like income and 
prices that enter the central bank’s objective, or for estimating contemporane- 
ous stochastic movements of these variables before the relevant direct data 
become available. In either case, feedback rules analogous to those illustrated 
in (8) and (9) constitute the optimal way of exploiting that information, given 
the assumed behavioral model and policy objective. 

One important implication of the information variable approach is that 
issues of behavioral causation, which have often been important in discussions 
of intermediate targets, become secondary. Whether the money stock does or 
does not ‘cause’ movements of future income or prices is not the issue. All that 
matters is whether observed values of the money stock provide information 
that helps predict future movements of these variables. More straightforwardly 
statistical analyses are therefore apt, despite questions about whether such 
tests are capable of saying anything about economic causation. 
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Another implication of the conceptual shift from an intermediate target 
approach to an information variable context that is especially important as a 
practical matter is that there is no longer any compelling reason to limit the 
focus of the central bank’s policy setting rule to only one such endogenous 
variable. In principle, of course, it is always possible to employ some approp- 
riately weighted combination of two or more endogenous variables as an inter- 
mediate target. In practice, however, the intermediate targets actually 
considered by most central banks have typically been univariate, like money or 
nominal income. By contrast, under an information variable approach there is 
no reason to restrict monetary policy to respond only to one endogenous 
variable, unless there is evidence suggesting that observations of that one 
variable contain all (or nearly all) of the available information relevant to 
achieving the central bank’s objectives. 

Perhaps most importantly, however, the information variable approach 
differs from an intermediate target procedure by explicitly framing the matter 
in terms of what the observed movements of one variable, like money, do or do 
not say about the likely future movements of other variables, like income and 
prices. If there is reason to believe that an unexpected surge or shortfall of 
money growth foretells a disturbance that will affect future income or prices, 
the central bank can decide to act so as to offset it either in whole or in part. 
More money (or a faster growth rate) than expected might mean that monetary 
policy is having a more stimulative effect on economic activity than anticipated. 
Or it could mean that, while monetary policy is having the anticipated effect, 
some independent influence — fiscal expansion, for example, or developments 
abroad — is more stimulative than anticipated. Either way, the indicated 
response would be to tighten monetary policy, exploiting the relationship of 
money to the ultimate policy objectives to make mid-course corrections as 
needed, rather than simply wait until the ultimate effect on income or prices has 
itself become fully evident. 

But movements in money are not always a sign of movements in income and 
prices to come. More money (or a faster growth rate) than expected might 
instead mean that bank customers are simply choosing to hold larger deposits 
in place of alternative forms of wealth, for reasons unrelated to their spending 
or production decisions — for example, if changing exchange rate expectations 
lead them to favor domestic currency over foreign. Or it could mean that banks 
have decided that a smaller cushion of excess reserves is appropriate to newly 
prevailing market conditions. Whenever a central bank uses money (or any 
other observable quantity or price, for that matter) as an information variable 
to help guide monetary policy, it must inevitably make judgments about just 
such matters in order to decide whether, and if so by how much, to react when 
the chosen information variable behaves unexpectedly, rather than always 
reacting to unexpected movements in money as if they necessarily convey infor- 
mation about nonfinancial activity that warrant a policy change. 
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2. THE COLLAPSE OF INTERMEDIATE TARGET RELATIONSHIPS IN THE 
UNITED STATES 


Which of the two approaches to monetary policymaking outlined in section 1 is 
preferable: the automatic pilot of the intermediate target procedure, or the 
inevitably judgmental information variable procedure? The answer is necessar- 
ily empirical, no doubt differing from one country to another and, within any 
one country, from one time to another. In the United States, recent statements 
and actions by the Federal Reserve System clearly reflect the view that—at least 
in that one country, and at the current time — conditions that would warrant 
pursuing an intermediate target procedure for monetary policy simply do not 
exist. To see why, it is useful to review the experience of three different money 
or credit aggregates that, at various times, the Federal Reserve has sought to 
designate as intermediate targets. 


Narrow money 


Two decades or so ago, the center of attention among economists and others 
who advocated a greater role for monetary aggregates in the making of U.S. 
monetary policy was the narrow money stock (M1), consisting essentially of 
currency and demand deposits. The reasons were theoretical, practical and 
empirical. The theory of the demand for money for transactions purposes 
seemed well worked out, especially in comparison to the more open-ended 
issues involved in demand for money as a means of wealth holding. As a 
practical matter, it was straight forward that currency and demand deposits 
were the two main ways of effecting transactions in the United States. By 
contrast, endless debate and ambiguity surrounded any attempt to draw a line 
separating what was ‘money’ from what wasn’t for portfolio purposes. Finally, 
although Friedman and Schwartz’s (1963) historical work had used a broader 
aggregate also including savings deposits at commercial banks (but not thrifts), 
widely publicized studies by Andersen and Jordan (1968), Goldfeld (1973) and 
others seemed to point to M1 as the measure exhibiting greatest stability in 
relation to income during the post World War II period. 

As a result, M1 usually assumed pride of place in the Federal Reserve 
System’s on-again off-again attempts, beginning in 1970, to incorporate 
monetary aggregate targets (or constraints, or provisos) in its regular decision 
making process. When the Federal Reserve dramatically adopted new 
operating procedures in October 1979, much of what the change was all about 
was a heightened emphasis on achieving targeted rates of money growth. Again 
M1 was the main focus of attention. 

At the same time, it was well understood that the then existing structure of 
reserve requirements, under which banks held reserves against not only 
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demand deposits but also savings deposits, weakened the Federal Reserve’s 
potential control over M1. The Federal Reserve in 1978 had proposed a new 
system of reserve requirements focused more narrowly on ‘transactions’ 
balances, and also introducing reserves against such balances on account at 
nonmember banks and even at nonbank intermediaries’. Congress legislated 
approximately this system as part of the Monetary Control Act of 1980. 

Ironically, just as the Federal Reserve was placing M1 at the center of its 
monetary policymaking framework and Congress was revamping reserve 
requirements to make M1 more closely controllable, the relationship between 
M1 and nonfinancial economic activity had already begun to break down. 
Following a widely debated episode at the end of the 1973-75 recession, in 
which business recovered sharply despite M1 growth that normally would have 
been consistent with a much slower advance of nominal income (to the evident 
consternation of the Federal Reserve’s critics), Goldfeld (1976) added to his 
earlier paper a postscript wondering where the ‘missing money’ was. By the 
time the Federal Reserve formally abandoned its new M1-oriented operating 
procedures in October 1982, Judd and Scadding (1982) were already in print 
with a survey article citing more than eighty papers on the apparent demise of 
the money demand function and the ongoing effort to resuscitate it. 
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Figure 1. M1 to GDP ratio. 
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As Figure 1 shows, however, these events of the mid to late 1970s. trouble- 
some as they were at the time, now appear as mere blips compared to what has 
happened since. The reason, presumably, is the revolution in ways of effecting 
transactions that began with the introduction of NOW accounts (at first in New 
England only) and money market mutual funds, assumed full force following 
the Depository Institutions Deregulation Act of 1980, and has since continued 
with the introduction of ‘debit cards’. 

Few people would have expected the demand for any transactions-centered 
monetary aggregate to remain unaffected by these developments (the Federal 
Reserve redefined M1, together with the other standard aggregates, in 1980), 
but many failed to anticipate the full extent of the collapse of M1’s relationship 
to both income and prices. For example, well after the Federal Reserve had 
publicly abandoned its close adherence to money growth targets, Milton 
Friedman (1984) argued that the short-run relationship of M1 to nominal 
income remained as reliable as before but had merely accelerated the time lag 
involved, and moreover that the longer-run relationship of M1 to prices also 
remained predictive. 

As the top row of Table 1 shows, however, there is no statistically significant 
relationship between M1 and nominal income in the post-1979 data. The table 
presents F-statistics for tests, across different time periods, of the null 
hypothesis that all of the coefficients on the lagged growth of M1 (that is, all of 
the Bj) are zero in autoregressions of the form 


4 4 4 
Ay, =a + > BAm,; + oe yiAri + ~ diAy,i + Uy (10) 
i=l i=1 i=1 


where y and m are, respectively, the logarithms of nominal gross domestic 
product and M1; ris the federal funds rate; u is a disturbance term; and a and 
the B;, y; and 8; are all coefficients to be estimated°. The first time period 
considered in Table 1 is 1960:2—1979:3, that is, from the earliest time for which 
the Federal Reserve provides data corresponding to its current definitions of 
the monetary aggregates until the point when it introduced new operating 
procedures for monetary policy. The end of the 1970s also marked the approx- 
imate onset, or the acceleration, of many of the changes in private-sector 
financial markets that have distinguished the more recent period. As the F- 
statistic makes clear, during 1960-79 M1 contained information about future 
nominal income movements that was statistically significant at the .01 level. By 
contrast, for the period since then (1979:4—1992:4) it simply has not done so. 
Further, this sharp difference is not simply an artifact of the shortness of the 
second sample. The same result emerges when the time period under consider- 
ation also includes the entirety of the 1970s (1970:1-1992:4). 

The scope and import for monetary policy of changes like that documented 
in Table 1 should not be underestimated. For a central bank to use money even 
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Table 1. F-statistics for M1. 


Dependent variable 1960:2-1979:3 1979:4-1992:4 1970:1-1992:4 
Y 4°08" ** 79 56 
x 82 1.18 132 
P Ae epee 1.06 38 


*** significant at the .01 level 


significant at the .05 level 
significant at the .10 level 
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as an information variable, much less as an intermediate target, it must know 
qualitatively that a relationship between money and nonfinancial economic 
activity exists and it must know at least something quantitatively about what 
that relationship is. If the F-statistic for 1979-92 (or even 1970-92) showed the 
existence of such a relationship, then the relevant questions for policy purposes 
would be whether it was the same as (or similar to) what had prevailed earlier 
on, and if not then whether (or how) the central bank can now have sufficient 
confidence in the relationship going forward to exploit it for policy purposes. 
But since there is no evidence of such a relationship in the first place, these 
questions do not arise. What could it mean to use an information variable that 
provides no information? Or to have an intermediate target that is not demon- 
strably intermediate? 

It is always possible, of course, that M1 could bear a usefully informative 
relationship to the movement of either real income or prices separately, but 
that that relationship is obscured here by combining real income and prices into 
the single measure of nominal income. Traditionally, the most fundamental 
theory of ‘money’ in economics has emphasized the link to prices, leaving 
implications for real activity to more specific treatments embodying impedi- 
ments to Walrasian equilibrium that may be realistic but rest on weaker found- 
ations nonetheless. By contrast, much of the recent empirical literature of the 
subject has explicitly focused on whether fluctuations in money anticipate fluc- 
tuations in real output®. Either kind of relationship would potentially be useful 
for purposes of monetary policy, in that most central banks as a standard matter 
indicate their concern for both price inflation and real outcomes. 

As the second and third rows of Table 1 show, however, such is not the case 
for M1. The second row presents F-statistics, analogous to those in the first 
row, for the B, coefficients in autoregressions of the form 


4 4 4 4 
Ax, =a + > BAm,.; + >) yAtei + > SAX + D> PApi + ue (11) 
i 1=1 1 i 


where x and p are the logarithms of real gross domestic product and the corres- 
ponding price deflator, respectively, and all other variables are as in (10). The 
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third row presents analogous F-statistics for a further set of autoregressions 
that are identical to (11) except that p replaces x as the dependent variable. 

As is well known from the work of Sims (1980), M1 does not convey statisti- 
cally significant information about subsequent movements of real income once 
the relationship allows for the effects of interest rates (here represented by the 
federal funds rate). That was true before 1980, and it has been true since. 
Before 1980 M1 did convey significant information about subsequent 
movements in prices, but it clearly no longer does so. Even the correlation 
between M1 growth and inflation, computed in the way Milton Friedman 
recommended to bring out the longer-run relationship (using two-year moving 
averages to smooth out transitory fluctuations, and a two-year lag to allow for 
sluggish price responses), dropped from .87 during 1959-78 to .10 during 
1979-972. 

Given these developments, the Federal Reserve in 1983 not only widened 
the M1 target range it reported to Congress but also stated explicitly that it was 
placing less emphasis on M1 than on broader aggregates. In 1986 the Federal 
Reserve widened the M1 target range to five percentage points. In 1987 the 
Federal Reserve gave up reporting any M1 target range at all. 


Broad credit 


In the late 1970s and early 1980s, I wrote a series of papers showing that the 
total outstanding debt of all nonfinancial U.S. obligors bore a relationship to 
nominal income that was comparable to that for any of the standard monetary 
aggregates’. At the most basic level, the motivation for this effort was the fact 
that in skeletal macroeconomic models like those of Tobin (1969) or Brunner 
and Meltzer (1972) there was no a priori presumption that one side of any 
sector’s balance sheet be more intimately related than the other side to its 
nonfinancial activity. Liabilities could be just as relevant as assets. At a more 
substantive level, many of the disparate strands of what has since come to be 
called the ‘credit view’ of monetary policy at least had in common a focus on 
economic agents’ ability to borrow. : 

Two aspects of this work were somewhat surprising, however, especially in 
the context of ‘credit view’ thinking. First, the debt aggregate that bore a statis- 
tically significant relationship to income — that is, the aggregate whose fluctua- 
tions tended to anticipate future movements of income — included both the debt 
of private-sector borrowers and government debt (unlike the private-sector- 
only measure, a form of which had for some time been an element of the 
standard index of leading indicators). Second, in contrast to the usual ‘credit 
view’ implication that there is something special about the debt of banks, or 
perhaps of banks together with other credit granting intermediaries, total credit 
consistently outperformed any bank-based measure in statistical tests of a 
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relationship to income. While these specifics raised some puzzles to be 
explained, that did not take away from the fact that at least one measure of the 
economy’s liabilities was as closely related to nonfinancial economic activity as 
any measure of its assets that could be labeled ‘money’. 

To recall from section 1, when a central bank uses an explicit intermediate 
target as the focus of monetary policy, there can be only one such target®. But 
when the central bank uses variables like money as information variables, there 
is no reason to limit the procedure to just one. Given the roughly equivalent 
performance of total credit with any of the standard M’s in providing informa- 
tion about subsequent fluctuations of income, the conclusion I drew from these 
results was that if the Federal Reserve System were going to use a monetary 
aggregate to guide monetary policy it should also use total credit for this 
purpose. Not only were two sources of information likely to be better than one, 
but one monetary aggregate together with one credit aggregate also seemed 
preferable to using two different monetary aggregates in tandem (which some 
people at the time were suggesting). Using both a monetary aggregate and a 
credit aggregate would broaden the range of information thus brought to bear 
on the monetary policy process to encompass nonfinancial agents’ liability- 
issuing behavior as well as their asset-holding behavior. In 1983 the Federal 
Reserve began to include in its reports to Congress a monitoring range for total 
credit (which it calls ‘domestic nonfinancial debt’), and it has done so ever 
since. 

As Table 2 shows, the collapse of the relationship between credit and 
nonfinancial economic activity has been just as dramatic as that for any 
measure of money. Figure 2 further illustrates the enormous break with prior 
debt-issuing patterns that began not long after the 1981—82 recession ended. 
Roughly one-third of the rise since then in total credit compared to income has 
reflected the federal government’s by-now chronic fiscal imbalance. The dozen 
years since 1980 comprise the only sustained period since the establishment of 
the United States as an independent country in which the U.S. government’s 
outstanding debt has risen faster than the national income. In 1980 the govern- 

-ment’s debt amounted to 26 cents for every dollar of U.S. gross domestic 
product. Today it is 53 cents. 

The other two-thirds of the increase in total debt in relation to income 
reflects the borrowing of both businesses and households. While the govern- 
ment’s rising debt is a matter of fiscal policy (at least in the first instance), the 
explosion of private-sector borrowing is very much the stuff of changing 
financial market structures and practices. The most dramatic changes in this 
regard have been in the business arena, where the wave of leveraged buy-outs, 
debt-financed acquisitions and stock repurchases that dominated corporate 
America during much of the 1980s clearly stands as an object of interest in its 
own right. So too does the development of the ‘junk’ bond market, which made 
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Table 2. F-statistics for credit. 
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Figure 2. Credit to GDP ratio. 


so many of these transactions possible. Between 1984 and 1989, U.S. nonfinan- 
cial corporations borrowed (net of repayments) over $1 trillion. Roughly $600 
billion of that went into transactions that extinguished the equity either of the 
borrowing corporations themselves or of other companies they were acquiring. 
Market structures and practices affecting household borrowing have 
changed as well. The most obvious and presumably the most important 
example here is the securitization of residential mortgages. The markets have 
also securitized other household sector liabilities, however, including 
automobile loans and credit card obligations. These changes have clearly 
increased households’ ability to borrow. Examples of institutional change that 


123 


plausibly increased households’ willingness to borrow include the relaxation of 
bankruptcy requirements in various states. 

In light of these pervasive changes affecting government, business and 
households, the collapse of the credit-to-income relationship documented in 
Table 2 and Figure 2 is hardly astonishing. 


Broad money 


To the extent that support exists today for the use of any of the conventional 
monetary aggregates as an intermediate target for monetary policy in the 
United States, the aggregate of choice seems to be the broad money stock 
(M2)’. Within the Federal Reserve System, Feinman and Porter (1992) have 
argued on empirical grounds not only that M2 demand is more stable than the 
demand for other standard M’s but also that M2 outperforms other new 
candidate measures (for example, what others have called ‘liquid M2,’ 
consisting of currency plus all deposits in M2 that can be redeemed at par on 
demand). Outside the Federal Reserve, Ramey (1993) and Feldstein and Stock 
(1993) have argued that different forms of error correction procedures render 
stable the ratio of M2 to money (or, in reciprocal form, the mis-named M2 ‘vel- 
ocity’). In recent years the Federal Reserve’s semi-annual reports to Congress 
have also attached more importance to M2 than to other aggregates, at times 
suggesting that relationships based on M2 may now be settling into a new, more 
usefully exploitable stability after a period of disequilibrium due to changing 
market structures. 

Interestingly enough, as Table 3 shows, M2 has never exhibited much 
predictive content in standard empirical exercises like the ones in which M1 or 
credit used to do well. Moreover, the performance of M2 during the most 
recent business cycle has also been anything but reassuring in this regard. As 
Figure 3 shows, M2 growth peaked in late 1986 and by yearend 1987 had slowed 
to rates that would normally represent a strong prediction of recession. Growth 
of M2 revived in 1988, faltered again in early 1989, but then revived even more 
strongly from mid 1989 onward, so that by the time the recession began at 

‘midyear 1990, M2 was giving the opposite signal. Throughout this period M2 
gave false signals broadly similar to those given by other familiar business cycle 
indicators like the federal funds rate, the slope of the yield curve, and the 
spread between the commercial paper rate and the Treasury bill rate. As is 
evident in Figure 3, however, the difficulty with M2 has also persisted well into 
the recovery, with slow M2 growth more suggestive of renewed economic 
downturn than of even the modest recovery that has taken place. 

Figure 4, updated from Feinman and Porter (1992), makes the M2 growth 
puzzle more specific by plotting M2 ‘velocity’ against the Federal Reserve’s 
standard measure of the opportunity cost of holding M2 — that is, the difference 
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Table 3. F-statistics for M2. 


Dependent variable 1960:2-1979:3 1979:4-1992:4 1970:1-1992:4 
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Figure 3. M2 growth (annual rate) with 1990-91 recession indicated. 


between the weighted-average return paid on the various components of M2 
and a weighted-average return on short-term market instruments not included 
in M2. Clearly something has changed since 1988. Feinman and Porter showed 
that expanding the set of market instruments considered to be alternatives to 
M2 (and, importantly, choosing weights on those instruments’ returns that 
retrospectively maximized their explanatory power) reduced the magnitude of 
the recent discrepancy but did not eliminate it. 

Put in the simplest way, the point of Feinman and Porter’s suggested 
improvement in the analysis of M2 demand is that depositors may consider not 
just short-term money market instruments but bonds too, and perhaps even 
equities, as potential alternatives to the deposit components of M2. The 
conceptual point is hardly new, but there is reason to believe that market 
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conditions as well as the institutional response to those conditions have given 
it new practical relevance within just the past few years. The spread between long- 
term and short-term interest rates has been extraordinarily wide during the latest 
recession and recovery episode. Holders of maturing certificates of deposit there- 
fore face a large gap between the rates at which they can renew their deposits and 
the current yields on bonds, and flows of household funds into bonds and stocks, 
and especially into bond and stock mutual funds, have been unusually large. 

In its midyear report to Congress in July 1993, the Federal Reserve 
‘downgraded’ the role of M2 in the monetary policymaking process, acknow- 
ledging that ‘relationships between money and income, and between money 

_and the price level have largely broken down.’ 


3. THE MATTER OF INFLUENCING THE TARGET 


Implicit in the very concept of a target, intermediate or otherwise, is the pre- 
sumption that the central bank’s actions will affect the target in a way that is at 
least partly predictable. The whole idea of using money as an intermediate 
target for monetary policy is that when observed movements of money are 
inconsistent with the targeted growth rate, the central bank takes actions that 
it expects to restore money growth (or, under some arrangements, the level of 
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the money stock) to the targeted value. This does not mean, of course, that the 
central bank can affect money in a perfectly predictable way (if it did, money 
would be the instrument of policy, not the intermediate target), and a large 
literature has examined the ability of central banks to influence money under 
stochastic conditions governing the public’s money demand, banks’ money 
supply, and so on"’. But the relationship between how the central bank moves 
its instrument variable(s) and what happens to the intermediate target must be 
systematic and known to at least some degree. By contrast, no such require- 
ment arises under the information variable approach. 

It may seem to go without saying that a central bank knows how to affect its 
economy’s money stock, in the stochastic sense intended here, but depending 
upon what is meant by money this need not always be the case. Once again, the 
recent experience of the United States provides an apt illustration. To recall, in 
recent years the measure of money that has been of greatest interest as a 
potential intermediate target of monetary policy in the United States is the 
broad money stock, M2. As the discussion in section 2 has already indicated, 
however, the margin of substitution between M2 and both bond and stock 
mutual funds has apparently become empirically important, so much so as to 
cause previously reliable M2 demand functions to break down. In brief, there 
is now a ‘term structure’ dimension to the demand for M2. 

In addition to disrupting whatever relationships between M2 and nonfinan- 
cial economic activity may previously have existed (which in itself would have 
been damaging enough), this specific development has been especially 
subversive of any attempt by the Federal Reserve System to use M2 as an inter- 
mediate target for monetary policy because it has rendered ambiguous even the 
sign of the effect on M2 of the Federal Reserve’s open market operations. 
Suppose, for example, that the Federal Reserve seeks to increase the rate of 
M2 growth (perhaps because, as in recent experience, actual growth has fallen 
below the targeted range). The presumptive action required is to buy securities, 
thereby adding to nonborrowed reserves and lowering the federal funds rate 
and, via the market’s response, other short-term interest rates. The traditional 
expectation, based on the assumption of sluggish or even fixed deposit rates in 
contrast to quick-moving market rates, is an increase in money demand. But if 
M2 deposit rates decline roughly in step with short-term market rates, and if 
substitution between the short-term deposits that make up the bulk of M2 and 
longer-term assets is quantitatively important, the demand for M2 may actually 
decline unless (or until) the fall in short-term rates induces a matching fall in 
expected returns on the relevant long-term assets. 

As a simple illustration, consider the following basic model of money demand, 
money supply, the term structure of interest rates, and aggregate spending: 


Mt = Q1Yt+ Qolst — Ost (12) 


m, = BiRi + Borst (13) 
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where m is the M2 money stock, y is income, R is the quantity of nonborrowed 
reserves, and rs and r, are short- and long-term interest rates, respectively. (In 
the term structure equation, r§,4; indicates the expectation of short-term 
interest rates in, the future.) All coefficients are assumed to be positive, and 
again all constant terms are suppressed. 

If the impact on the short-term interest rate is seen as temporary, the effect 
on money of a change in nonborrowed reserves in this model is given by 


seal la 16 

Sled ea as as) 
where 

a 494 ae ¥1(a3 55 162) = 18.536 (17) 


If the impact on the short-term interest rate is seen as permanent, the effect on 
money is 


dm = By Le 
dR By +Z* i 


where 
Z* = a8; + (¥1 + Y2) (@3 + 182) — a. (19) 


In traditional models of money demand, in which money is assumed to bear 
a fixed (perhaps zero) return and both rs and r, represent competing returns on 
non-money market assets, a, would have the opposite sign (that is, a2 as written 
would be negative), and so > unambiguously in either (16) or (18). But for 
the current situation of M2 1n the United States, rg is more plausibly the own 
-return. In that case = S 0 as 048; + y1(a3 + 152) S a in the case of the 
temporary effect on the short-term interest rate (16, 17) or, analogously, 
pag a8 004 (y1 + y2) (a3 + 0182) S a in the case of the permanent 
effect (18, 19). 
This ambiguity prevails even in a short run sufficiently short that open 
market operations do not yet affect nonfinancial economic activity, so that y is 
effectively predetermined with respect to m. Replacing (15) above by 


yt = bits Otis (15’) 
simplifies (17) and (19) to 
Wh, = Y1Q3 — A? (17’) 
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and 
Z* = (v1 + Y2) G3 — Oe. (19") 


Here - S 0 as ya3 S a or as (y; + Y2) @3 S a, respectively. 

Needless to say, moving beyond the simple model in (12)—(15), either by 
making these four equations dynamic or by adding further equations, makes 
the sign condition on * more complicated rather than simpler. However 
complex the Federal Reserve’s model, though, in the end whether ‘ex- 
pansionary’ open market operations expand or shrink M2 depends on relation- 
ships among parameters, importantly including interest elasticities, the 
estimation of which is typically difficult at best. How sharply the Federal 
Reserve staff has estimated those parameters (and, importantly, their 
variance-covariance structure) is an interesting matter about which to 
speculate. I conjecture that in the currently prevailing circumstances the 
Federal Reserve does not know with confidence even the sign, not to mention 
the magnitude, of the short-run response of M2 to open market operations. 

These specific institutional circumstances affecting M2 are clearly particular 
to the United States. But there is no reason to think they could not arise in other 
countries as well. Nor is there reason for confidence that, under some exchange 
rate regimes, the margin of choice between domestic and foreign currencies 
might not create in some countries an ambiguity parallel to that analyzed here 
for the case of the term structure. 


4. IMPLEMENTING AN INFORMATION VARIABLE APPROACH 


What, then, is a central bank to do if conditions that would favor the use of 
money as an intermediate target do not exist? One possibility, of course, would 
be simply to fall back on whatever the central bank knows about the connec- 
tions to income and prices of whatever instrument it sets directly — the reserve 
base, or the exchange rate, or a short-term interest rate — and make policy 
decisions on the basis of those ultimate relationships without drawing on any 
other direct inputs to the policy process. But because the lags between central 
bank actions and their ultimate economic consequences are so long (at least 
according to most estimates), such a bare-bones framework would inevitably 
be unsatisfying. Simply to wait it out until the full effects of any change in the 
instrument variable have worked their way through to nonfinancial activity, 
before determining whether the new instrument level is appropriate or not, is 
likely to be tantamount, in too many instances, to letting the damage accumu- 
late. That is why so many central banks have sought to use at least some kind 


of intermediate target in the process that they follow for conducting monetary 
policy. 
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The central bank’s fundamental need in this situation is information: infor- 
mation about the economy’s current state and its future direction, as well as 
about the effects of the central bank’s own actions. One implication of this basic 
description of the problem is that the monetary policymaking process needs to 
incorporate information inclusively, rather than focusing narrowly on any one 
variable (which would amount to discarding information from other sources). 
A parallel implication is that the policymaking process needs to exploit infor- 
mation intensively, through frequent re-examinations of just what the informa- 
tion provided by any one source is saying. 

More specifically, the inclusive use of information presumably means using 
as information variables (in the sense of section 1 above) not just several 
financial aggregates, rather than only one as under an intermediate target 
procedure, but a broader range of measures with potential predictive content. 
For example, several researchers within the Federal Reserve System have 
analyzed the predictive properties of the term structure of interest rates with 
respect to real economic activity in the United States'!, and Mishkin (1990) has 
documented at least modest predictive content of some parts of the yield curve 
with respect to U.S. price inflation. Similarly, Kuttner and I have shown that 
the spread between the commercial paper rate and the Treasury bill rate 
contains substantial information about subsequent movements of real output in 
the United States, albeit not about inflation’*. Indeed, as Table 4 shows, the 
paper-bill spread typically remains highly significant in equations like (11) 
above for real income even when other variables like money and credit are 
introduced, and those other variables usually lose their significance altogether 
in the presence of the paper-bill spread. 

No one would suggest using either the term structure or the paper-bill spread 
as an intermediate target of monetary policy. But once the policymaking 
procedure is framed in terms of information variables, rather than an inter- 
mediate target, there is no reason why interest rate relationships are any less 
suitable for this purpose than monetary aggregates. Just as with a monetary 
aggregate, the central bank can think through in advance how the term 
structure and the paper-bill spread are likely to move over the coming months 
‘if its policy actions are having the intended effect and if nonfinancial activity is 
developing as expected. And just as with a monetary aggregate, a sufficiently 
large unanticipated movement of the term structure or the paper-bill spread 
could be the occasion for questioning whether economic activity, either as 
affected by monetary policy or in other regards, is in fact developing according 
to plan. That, in short, is what the information variable procedure for monetary 
policy is all about. In some countries, and under some exchange rate regimes, 
exchange rates can likewise play a parallel role. 

There is also no analytical reason to restrict the central bank’s set of formally 
exploited information variables to quantities or prices drawn exclusively from 


130 


Table 4 F-statistics for paper-bill spread and various aggregates. 


Aggregate included F-statistic on aggregate F-statistic on spread 
Monetary base .87 Oe 
M1 98) Sikes 
M2 .76 OnlOrat 
Credit AT 6.6575 
Bank Loans 1.02 (Gare 


Note: Results are based on monthly data for 1973:6-1992:12. 

The dependent variable is real output (industrial production). The equation includes lagged 
output, prices, the commercial paper rate, the paper-bill spread, and the aggregate indicated, with 
six lags on each variable. The equation also includes a linear time trend. 


*** sionificant at the .01 level 
** significant at the .05 level 
* significant at the .10 level 


the financial world. Many of the observable actions that are intermediate 
between what monetary policy does and what it hopes ultimately to achieve 
take place in the sphere of real activity. In the United States, conventional 
leading indicator indices have always exploited the fact that goods orders, 
building permits, ground breakings and the like typically precede the corres- 
ponding final sales and production that account for much of the economy’s 
income and output (although less so as the share of services in total output 
rises). In contrast to the unstructured use of such variables as mere leading indi- 
cators, however, for purposes of monetary policy the relevant question is also 
what information they contain about how effects attributable to central bank 
actions themselves are spreading through the economy. As is true in the case of 
financial quantities and prices, therefore, there is room — indeed, there is need 
— to choose such variables in part according to how they fit into the central 
bank’s conception of how monetary policy affects economic activity. 

As a practical matter, however, it is likely that much of the substantive 
advantage to be gained from exploiting specific nonfinancial variables as 
explicit information variables for monetary policy is already implicit in many 
central banks’ existing economic forecasting apparatus. If durable goods 
orders, or housing starts, or container shipments move in ways seriously at odds 
with the central bank’s expectations for overall activity consistent with its 
policy stance, under current procedures that fact is unlikely to escape attention 
and, if warranted, close analysis. And, unless the central bank is binding its 
actions to the pursuit of a specific intermediate target — for example, monetary 
stability — after appropriate analysis it is likely to take whatever action it deems 
warranted. As a result, much of the concrete advantage of an explicit informa- 


tion variable procedure probably lies in a more inclusive exploitation of 
financial quantities and prices. 
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It is important to emphasize, however, that broadening the array of financial 
quantities and prices used as information variables does not guarantee superior 
€x post policy actions and outcomes. For example, in the period leading up to the 
1990-91 recession in the United States, both the term structure and the paper- 
bill spread gave false signals quite similar to those given by M2 and other familiar 
aggregates. For purposes of the argument here, however, the demonstrable fal- 
libility of such variables as predictors of economic activity just illustrates in yet 
another context the advantage of using any such measures as information 
variables, not-intermediate targets. Unlike as with an intermediate target, an 
unexpected movement of an information variable does not automatically trigger 
a change in policy. It instead creates the presumption that there is an issue to be 
addressed. There remains, always, the need for a judgment. 

Finally, it should also be clear that those judgments are best made fre- 
quently. Even the most reliable information variable can begin to give false 
signals, and changing exchange rate regimes, financial market structures and 
business practices can distort (compared to prior experience) the content of 
even those signals that continue to be informative. Is it possible to know in 
advance that any chosen variable will necessarily provide misleading informa- 
tion? Of course not. But that does not constitute grounds for proceeding under 
the immediate presumption that it will not, as is inherent either in an inter- 
mediate target procedure or in any procedure calling for automatic responses 
to unexpected movements of selected information variables. The appropriate 
presumption, instead, is that there are questions to be raised and responses to 
be undertaken or not in light of the best available answers. Precisely because 
the policy regimes and market structures and business practices that matter in 
this regard are as subject to change as they are, simply proceeding on the 
assumption that the answer implicit in an intermediate target derived from past 
experience is still right for today is an invitation to error. 


NOTES 


‘1. Alan Greenspan, Testimony before the U.S. House of Representatives, Committee on 
Banking, Finance and Urban Affairs, Subcommittee on Economic Growth and Credit 
Formation, July 20, 1993, pp. 9-10. 

2. Under either instrument the model breaks down in such a way that targeting the money stock 
in this context requires responding only to the information contained in m,_; but not whichever 
of hy; or r,_1 is endogenous. 

. See the extended discussion in Friedman (1990). 

4. See Federal Reserve Bulletin, 64 (July, 1978), 605-610. The basic idea, however, was not new 
then. The Commission on Money and Credit, for example, made a similar proposal in its 1961 
report. 

ae ee Friedman and Kuttner (1992, 1993b) for further details of the estimation and for the results 
of alternative specifications. 


ies) 
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6. See, for example, the exchange between Stock and Watson (1989) and Friedman and Kuttner 
(1993a). Earlier on, see, for example, Sims (1980) and Eichenbaum and Singleton (1986). 

7. See, for example, Friedman (1983). 

8. The target can of course be an average, perhaps with unequal weights, of other variables. Even 
a single money growth target is, after all, an average of growth targets for the composite 
elements of whatever is defined as ‘money’, with weights on those elements in proportion to 
their size. 

9. McCallum (1987, 1988) and others have advocated policy rules centered on the monetary base; 
but since the base is subject to direct Federal Reserve control (and that is a large part of 
McCallum’s point), under such a procedure it would be the instrument of monetary policy, not 
an intermediate target. 

10. See, for example, the discussion of this issue in Friedman (1990) and the references cited there. 
11. See, for example, Laurent (1988), Strongin (1990).and Estrella and Hardouvelis (1991). 
12. See again Friedman and Kuttner (1992, 1993b). 
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Monetary Policy Strategy in the EMU 


OTMAR ISSING! 
Deutsche Bundesbank 


1. THE TREATY OF MAASTRICHT 


With the Treaty of Maastricht the European governments whose countries are 
members of the European Monetary System marked out their route to European 
Economic and Monetary Union. According to the provisions on monetary policy 
laid down in the treaty, the establishment of a European System of Central 
Banks and the “irrevocable fixing of exchange rates leading to the introduction 
of a single currency” are provided for in the final stage of this union. When this 
third stage is introduced, it will be the task of the ESCB to lay down and 
implement the monetary policy of the member states. The primary objective of 
the European Central Bank will be to ensure price stability. The ESCB has to 
support the general economic policies in the Community only as long as it is 
possible to do so without prejudice to this objective. In order to ensure that this 
mandate is observed the ESCB has a free hand in its monetary policy actions. 
The decision-making bodies of the European Central Bank and of the national 
central banks participating in the system are independent of all instructions. 

Of course, independence implies responsibility. The ultimate objective of 
the European Central Bank is laid down in its commitment to price stability; 
how it achieves this goal with the help of the instruments which the Treaty of 
Maastricht has made available to it is something which the Bank must decide 
for itself. It is intended that the EMI carries out vital preliminary work in this 
sphere during stage two in the next few years. It would be a bad omen for the 
inauguration of the European Central Bank if a vacuum existed at the start of 
stage three, precisely at the time when a convincing strategy is expected. 


2. ALTERNATIVE STRATEGIES 


Both in theory and practice the right strategy for monetary policy has always 
been a point of contention during the past few decades. This is not simply 


'The author wishes to thank Heinz Herrmann for his active assistance in the preparation of this paper. 
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because there are so many economists in the world. The truth of the matter is 
that, time and again, new problems which require analysis in the light of current 
practice have emerged in both economic policy and in the conditions affecting 
monetary policy. 

There is a wide range of proposals for the monetary policy strategy. These 
can be roughly categorised according to whether a central bank uses an inter- 
mediate target in pursuit of its ultimate objective or whether it tries to achieve 
its final objective in one move. Strategies which set about achieving monetary 
policy objectives direct were the rule until the end of the sixties or the beginning 
of the seventies. However, owing to the disappointing results of such a policy 
and the growing realisation of “the long and variable lags” in the effects of 
monetary policy — a synonym for our poor knowledge of the structure of our 
economies — there was subsequently an increasing number of people in favour 
of using intermediate targets in monetary policy’. Some countries, particularly 
Anglo-Saxon ones, have recently been returning more and more to a direct 
strategy while many in continental Europe have retained the idea of a two-step 
approach. 

In view of the time lag before the impact of monetary policy measures is felt 
the idea of applying a strategy with intermediate target was, firstly, to enable 
the central bank to react early and, secondly, to make it easier to assess the 
appropriateness of the monetary policy chosen. However, the advantages of a 
strategy with intermediate targets were questioned fairly soon by those in 
favour of an optimal control approach’. On the other hand, it has become 
increasingly clear over the years that central banks which are convinced of the 
advantages of intermediate targets do not regard monetary policy as a simple 
technical problem of optimisation but rather as something involving politico- 
economic aspects in which the relationship between discussions on a one-tier 
versus a two-tier strategy and deliberations on rules versus discretion has 
played a major part®. Consequently, the performance of central banks can be 
more easily assessed, and the banks are continually under greater pressure to 
justify their actions. On the other hand, the success of this strategy has 
increased the banks’ chances of building up a reputation. Another factor 
associated with this approach has been the attempt to make a clear distinction 
between the central bank’s sphere of responsibility and that of the other 
decision makers involved in the economic process and therefore ultimately to 
assist in avoiding situations in which problems of credibility and inconsistency 
prevent an optimal solution’. 

The soundness of setting exact intermediate targets in advance has recently 
been questioned by monetarists, too, in other words, by those who were 
originally among the most ardent advocates of such an approach. Disappointed 
by the fact that it seems virtually impossible to realise intermediate targets at all 
costs, some have argued that granting the central bank independence may be 
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a substitute for a simple strategy of intermediate targets’. Opinions of this kind 
are natural enough if one remembers the early years when a constant growth in 
the money stock was being discussed and one actually wanted to include it in 
the constitution’. 

The idea of institutionalised independence revives these basic ideas but 
avoids the practical weaknesses of a k-percent rule’. However, central bank 
independence does not actually free the central bank from submitting and 
pursuing a convincing self-contained strategy. Independence granted by the 
legislature is a complement to a clear concept rather than a substitute for it. 
After all, a strategy which makes the central bank’s actions in pursuit of its 
targets understandable and assessible improves the acceptability of and 
support for the central bank’s policy in the eyes of the public, and this should 
not be underestimated. The disciplinary effect which such a strategy has on the 
internal decision-making process of the central bank is just as important. The 
possibility of making a reputation and thus acquiring the freedom of greater 
flexibility is clearly more considerable under the conditions of institutionalised 
independence than in the case of a central bank which is subject to instructions. 

Even if ever more sophisticated arguments are introduced into the theoreti- 
cal discussion, it is no doubt safe to assume that in the last analysis it was the 
actual experience of the various countries and central banks that was decisive 
in adopting the one or the other approach to monetary policy. In contrast to the 
theoretical debate where strategies with intermediate targets are seen rather as 
second-best solutions which seem appropriate in the light of limited informa- 
tion, the absence of credibility or problems concerning time-inconsistency, the 
situation in the real world seems rather to be the other way round: central 
banks which try to achieve stability without an intermediate target appear to do 
so not so much because they consider such a strategy superior, in principle, but 
because they actually cannot identify any suitable intermediate target in their 
country or, at least, they think they cannot. 

The English authorities are a typical example here. Following the failure of 
a policy based on money supply and exchange rate targets they are now 
pursuing one in which it is the direct realisation of an inflationary target that is 

their aim. Other countries which, on the other hand, have been more successful 
in pursuing a strategy with intermediate targets, although they may not always 
have done so without difficulties, think such a procedure is also sensible for the 
future. Germany, or more precisely the Bundesbank, is not the least among 
these. With such an approach the Bundesbank has not only been successful in 
keeping price rises in Germany over the longer term at a comparatively low 
level in international terms but, on the strength of this strategy, has in fact been 
able to provide Germany’s European partners with an anchor, with whose help 
it has been possible to reduce the rates of inflation gradually to a level which, 
in some cases, is now even below Germany’s®. 
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Proponents of a one-step approach for monetary policy like to point out that 
it is ultimately the success in achieving its actual target, i.e. price stability, 
which counts when assessing the credibility of a central bank. It is precisely 
here, however, that a one-tier strategy may be fraught with difficulties. This is 
because experience has shown that in the short term, and even in the medium 
term, inflation is affected by a number of factors which are beyond the control 
of monetary policy makers. In Germany, which is generally considered to be a 
country with a reliable link between the trend in the money stock and the trend 
in prices, non-monetary factors have a considerable short-term influence on 
price movements while the growth in the money stock determines inflationary 
trends only in the long run’. 

Central banks such as those in the United Kingdom, Canada and New 
Zealand which try to achieve such a direct control of price movements are fully 
aware of these problems. Passages in their target statements make this clear. 
Yet there is a considerable risk that the central banks will be overstretched by 
such strategies due to the impatience of the public, they may tend to overreact 
as a result and this in the end may compromise the entire concept”. It is 
certainly true that those central banks which shifted to such a direct strategy in 
the past few years appear to be successful up to now. However, the trial period 
for monetary policy concepts is measured in decades rather than in years. 

A number of options has been discussed to date in choosing an intermediate 
target, but only in a few cases have these actually been put to the test. It was a 
widely held belief in academic circles in the eighties that one should use 
nominal GNP as an intermediate monetary target'’ However, there have 
always been many objections, particularly from those implementing monetary 
policy, to a concept of this kind’*. These objections are mainly to the effect that 
the movement in GNP is subject to a variety of influences and, at best, central 
banks can only try and control such a variable over a period far in excess of a 
year. Consequently, it is likewise impossible to set targets for a manageable 
period and to use these to illustrate one’s commitment to price stability. It is 
therefore not surprising that ideas of this kind have still not been tried out in 
practice. However, academics have also expressed doubts, especially with 
respect to the symmetrical treatment of growth and inflation in this approach’ 

A traditional candidate for an intermediate monetary target has always been 
interest rates as a price variable in contrast to the money stock. Various aspects 
have recently been studied in this context. Nowadays it is less common 
to specify a certain nominal interest rate level; instead, the yield curve and 
the real interest rate are the variables proposed for use. It is intended in 
this way to take the standard objections to interest rates as an intermediate 
target in monetary policy into account'*. Interest in the role of real interest 


rates was revived not least as a result of a statement by A. Greenspan to the US 
Congress). 
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There is no doubt that the difference between short and long-term interest 
rates can often indicate how restrictive monetary policy is although I admit that 
that is not always certain. In Germany we have been observing a flat yield 
curve; in the minds of the apologists of yield curves this is certainly being inter- 
preted as a sign of a policy that is still restrictive. Yet the long-term interest rate 
in Germany is now (October 1993) below 6%, which is lower than it has been 
for most of the post-war years; at the same time the current inflation rate is at 
an above-average level. Interest rate patterns of a similarly flat nature were 
recorded at the énd of 1980 and in early 1982. However, the overall interest rate 
level at that time was running at around 9 %. Indeed, a clear correlation 
between interest rate patterns and interest rate levels just does not exist. From 
the point of view of a policy geared to maintaining monetary stability it is of 
prime importance to avoid assuming that price stability is dependent on a 
specific interest rate pattern. Consequently, the yield curve cannot be used as 
a nominal anchor for monetary policy’. 

It is true that the use of a real interest rate as an intermediate monetary 
policy target can help, in principle, to avoid the risks which arise when nominal 
interest rates are targeted. For example, the central bank which uses nominal 
interest rates as its target runs the risk that, in failing to take inflationary expec- 
tations into account, it will try to stabilise a disequilibrium interest rate and will 
therefore trigger off a cumulative deflationary or inflationary process. On the 
other hand, it is not easy to fend off this risk by using real interest rates as one’s 
goal either because, at best, fixing an equilibrium real interest rate can only be 
done with a large margin of uncertainty. Apart from that, there is a con- 
siderable danger that in the event of unsatisfactory cyclical trends the blame 
will be pinned on the central bank, which will then be suspected of having set 
an inappropriate intermediate target. Precisely because of the uncertainty 
involved in establishing the equilibrium rate of interest it will not be easy for an 
independent central bank either to resist the associated pressures. These 
problems would be exacerbated at the level of a European monetary policy, as 
interest rates play a very wide variety of roles in the individual member state 
-economies. Consequently, it is difficult to imagine that on this basis the 
Governing Council of the ESCB could agree on the appropriate intermediate 
target. 

Finally, the smaller countries in particular have frequently targeted 
exchange rates. Not a few central banks in Europe have opted for this strategy 
and have obtained good results. The Nederlandsche Bank is a case in point. On 
the other hand, resistance to setting such targets has always been considerable 
in relatively large countries such as the United Kingdom. At any rate, however, 
an anchor country is essential for a policy of this kind. A central bank which is 
responsible for monetary policy in Europe with the primary objective of price 
stability is unable to apply such a concept from the outset. 
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3. MONETARY TARGETING FOR THE EUROPEAN CENTRAL BANK 


Having said all that, the question remains as to the suitability of the money 
stock as an intermediate monetary target in the European Monetary Union. 

The use of a money stock as an intermediate target for European monetary 
policy is advisable for a number of reasons. Given an appropriate range of 
instruments and protection from external shocks by means of a flexible 
exchange rate, it can probably be assumed that the European Central Bank will 
be able to manage the growth of such a variable at its discretion; besides, it 
should be borne in mind that in the short term exact control is unnecessary. By 
setting and announcing a monetary target the central bank’s responsibility is 
documented vis-a-vis the general public. Admittedly, this presupposes that the 
theoretical basis, in other words, the link between monetary expansion and 
price trends, is maintained. 

Besides these advantages, which are generally applicable, a few other 
specific points argue in favour of a money stock target in the case of the 
European Central Bank, in particular. As a new institution, the European 
Central Bank will be especially subject to the scrutiny of those who wish to use 
the new currency as investors, borrowers or in connection with some other 
business transaction. This is particularly true in view of the fact that a supra- 
national central bank is something new. No doubt the European Central Bank 
Act, thanks to its statutory establishment of independence and its clear 
commitment to price stability, will provide an excellent institutional basis for 
monetary policy. 

In the early days, however, the ESCB will not be able to point to its own 
success record on stability or to offer proof of its tenacity even in difficult situa- 
tions. It will therefore be essential for it to be able to take over as much credi- 
bility from its predecessors as possible. To try and inherit the good record of the 
Bundesbank, which also owes its past stability successes to the medium-term 
orientation of its policy of monetary targeting, a procedure which it has now 
been pursuing for almost 20 years, would seem to be the obvious thing to do. 
Adopting its concept would no doubt increase these chances. Such an approach 
is also advantageous in view of the distribution of roles in the context of 
European economic policy. One of the basic ideas of medium-term monetary 
targeting is that the central bank thereby provides the other economic policy 
decision makers with a monetary framework which makes it easier for them to 
base their decisions on it and to coordinate these decisions with each other. In 
Europe that will be particularly important because, although there will be a 
joint monetary policy from the start of stage three, most decisions will continue 
to be made decentrally in other spheres such as finance and wage policy. 

With good reason central banks tend to be among the more cautious institu- 
tions of this world. Experience has shown that they do not adopt a given 
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concept until they have examined it from many points of view. On the other 
hand, in view of the credibility problems already mentioned and given the 
necessity of having to pursue an appropriate policy from the first day of stage 
three, it would be problematical if the ESCB were to start operating without 
having a clearly defined-idea of its concept. What is more, such a basic decision 
will have to be taken at an early stage if only because it will have a far-reaching 
effect on other important decisions, such as the choice of instruments, on which 
there must be clarity at an early stage quite simply because of the preparation 
time necessary for them. In such a dilemma it is absolutely necessary to discuss 
possible objections and difficulties arising from such a strategy comprehen- 
sively and in good time. 

One objection to a medium-term monetary targeting approach concerns the 
fact that such a concept is based on rules. The question arises as to whether such 
an approach based on rules is at all possible in view of the potential disruptions 
associated with the transition to stage three, in view of the general uncertainty 
regarding the structural parameters of the future European economy and also 
in view of the unpredictability of any future shocks to which the European 
Economic and Monetary Union will be exposed. What is certainly true is that 
in such an environment flexibility will be essential; however, it is also true to say 
that precisely in this situation rules are important. 

In the uncertainty of the initial phase, which will bring a mixture of high 
expectations and intense fears, it will be virtually impossible for the European 
Central Bank to face the danger of transitory inconsistencies appropriately if it 
does not have a set of rules in the sense of a precommitment of its policy. A 
matter for consideration is to what extent this policy formula for the normal 
state of affairs has to be supplemented from the beginning by a clear definition 
of proviso clauses for exceptional cases. There will certainly be no shortage of 
pressure to deviate from the intermediate target. Deviation may well be 
justified in a given set of circumstances, but in that case there must be 
convincing reasons for it'’. Incidentally, there are good reasons for the theory 
that a European economy as a total entity will be less exposed to external 

shocks than each of the individual national economies in the Community. (Of 
course, one counterargument is that the exchange rate as an adjustment 
instrument between the individual national currencies will disappear. 
However, such problems cannot be solved by a single monetary policy.) 

One specific objection to monetary targeting for the ESCB concerns the 
stability of the demand for money in Europe during stage three. This is 
basically an empirical question and cannot therefore be answered with 
certainty before the beginning of the final stage and, indeed, even then it can 
only be answered after some experience in this stage has been gained. 
Nevertheless one can examine a few arguments which might suggest that the 
stability of the demand for money as required as a basis for monetary targeting 
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is at risk. An immediate word of caution here concerns the danger of trying 
to set requirements which are too high. R. Gordon’s argument that the 
concept of a short-term demand for money and its stability is not actually 
important may be a little exaggerated but it certainly does have an element of 
truth in it'®. 

Actually, very short-term periods of instability are no hindrance, in 
principle, to setting medium-term monetary targets. On the other hand, central 
banks which have adopted monetary targets have always announced these 
annually. Conceptually, this appears to be set at the minimum of what one 
should be striving for. For example, J. Niehans was in favour of an approach in 
which the period of reference was a complete economic cycle. Ideas from A. 
Meltzer and B. McCallum can be similarly interpreted'’. The Swiss National 
Bank has been following a strategy since 1991 in which a monetary target is set 
for five years. However, one should not be under any illusions here. In practice, 
extending the time horizon for monetary targeting almost inevitably results in 
a reduction of the disciplinary effects obtained from monetary targeting’. All 
in all, the arguments are probably in favour of continuing the practice of setting 
annual monetary targets. 

Financial innovations are often cited as a significant source of future in- 
stability in the demand for money. This is an objection which one has to 
consider very carefully. Financial innovations can affect monetary relations 
not only marginally and in the short term. Those central banks which were 
compelled through such developments to abandon a strategy based on 
monetary targets have, as a rule, observed clear breaks in their monetary 
statistics even if, with a little hindsight, fears regarding long-term instability 
were sometimes possibly a little exaggerated”?. 

Whether or not stage three of monetary union will be a period of increased 
financial innovation remains to be seen. There are those who fear that it will 
be”. However, there is considerable reason to be more optimistic. Firstly, 
there is the fact that financial innovations multiply best in periods of high 
inflation and in the wake of administrative regulations and subsequent de- 
regulations in the financial sector. If stage three begins with prices as stable as 
possible and the European Monetary Union becomes a zone of stability, the 
preconditions for keeping the dangers from this quarter in check will be good. 
The future appears to be bright as far as administrative regulations are 
concerned, too. Credit controls, interest rate ceilings and capital controls etc. 
no longer exist in many European countries while in others their significance 
is continually declining. The Treaty of Maastricht commits the central banks to 
observe in their actions the principles of an open market economy with free 
competition. As a result, administrative regulations disappear from monetary 


policy, as does the impetus which the corresponding restrictions give to 
attempts at evasion. 
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Incidentally, the significance of financial innovations is certainly a question 
which is also dependent on the choice of specific intermediate targets. History 
has shown us that in countries which have seen a particularly rapid growth of 
financial innovations not all monetary aggregates have been affected to the 
same extent. It will therefore be necessary to check which definitions offer 
protection against such risks or whether, for example, different weightings of 
the monetary components do so. In this connection there are good arguments 
in favour of a relatively broad monetary aggregate. However, one should 
not overlook the fact that such a tendency may reduce the potential of its 
manageability. 

Another question to arise is whether a change in regime associated with 
stage three will lead to instability in the demand for money. One of the aspects 
which are being addressed here is the fact that in many European countries 
today it is not a monetary target which is being pursued but rather an exchange 
rate target. However, Goodhart’s law warns us that the transition to controlling 
the money supply can destabilise a previously stable demand for money. 
Whether this argument still applies in a world where the financial markets have 
been liberalised for a fairly long time, where monetary policy does not aim to 
achieve monetary targets in the short term but where it seeks to manage the 
money stock indirectly by influencing interest rates seems questionable. 

The question may be put the other way round, incidentally: what would be 
the consequences for a European monetary policy aimed at maintaining targets 
if the Bundesbank were to abandon its concept. At any rate, it would not be a 
foregone conclusion that the monetary transmission process in Germany and in 
Europe would remain unaffected and that, as a result, the effects of monetary 
policy measures could under these circumstances be assessed on the basis of 
past experience. 

If, despite all these possible future problems, one follows the present results 
of estimates on the European demand for money, the outcome is surprisingly 
good”. Many studies show that the stability of the demand for money in 
Europe is better than that in most of the individual countries and is similar to 
that of the demand for money in Germany. This provides important arguments 
for monetary targeting in stage three. 

It is not quite clear why a European aggregate performs so well despite the 
obvious problems which exist in, for example, aggregating various national 
money stock definitions. Some are of the opinion that it is the problems of 
currency substitution and the holding of money balances outside national 
boundaries that lead to problems at the national level but which disappear 
when aggregated™. It is doubtful, however, whether such problems of currency 
substitution in Europe have actually been a significant factor. In Germany, 
where cross-border holdings have become quite significant (they currently 
amount to over 10% of the traditional money stock M3), it is predominantly 
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Euro-D-Mark deposits, which are not held for reasons of currency substitu- 
tion, that are involved in such financial investments. In other countries, too, 
other reasons for holding money abroad are in the forefront. 

Analyses of European monetary aggregates with and without such cross- 
border holdings give reason to doubt that the secret of a stable European 
demand for money is to be found here”. Another possible explanation for the 
good properties of the European money stock is that the stability of German 
monetary demand is reflected here and that the problems of smaller countries 
become less significant in a larger aggregate and can be subsumed in a random 
disturbance. Whereas in the first case it is virtually a negative correlation 
between the quality of the statistical properties of a European demand for 
money and the demand for money in the individual countries which would be 
expected and we should see such a development in the course of stage two at 
the latest, in the second case European monetary targeting is essentially 
dependent on stable conditions in Germany. 

Of course, the decision to use the money stock as an intermediate target in 
monetary policy would only be a first step. Decisions would also have to be 
made on at least two other points. This applies, firstly, to the rule according to 
which the money stock concerned should grow under normal circumstances. 
Secondly, it applies to the way in which the money stock is to be managed. 

Although many central banks have set monetary targets, the rules which 
they have used for this have seldom been disclosed. One of the few exceptions 
was the Bundesbank. Not only has the Bundesbank announced monetary 
targets annually since the middle of the seventies — initially for the central bank 
money stock and later for the money stock M3 — it has also explained how it has 
arrived at these targets. The basic elements of its derivation have remained 
virtually unchanged from the outset: potential growth and a target for an 
acceptable inflation rate”. To what extent such a fundamentally simple and 
comprehensible procedure can provide the basis not only for the long-term 
realisation of the desired price developments but also, in the case of difficul- 
ties, the satisfactory return to equilibrium is dependent on many factors 
ranging from the interest rate elasticity of the demand for money and goods to 
the sensitivity of wages and prices to imbalances in the labour and goods 
markets. If the Bundesbank has been successful on the whole, this has certainly 
been due to the fact that, overall, these conditions have been favourable. 

However, such conditions cannot be seen entirely exogenous to the central 
bank. It should not be forgotten here that the reputation which the central bank 
has built up over the years has itself played a role here when, for example, it had 
been necessary to keep inflationary expectations in check. Indeed, this seems 
to be the most promising way of reducing the costs of a disinflationary policy’. 
On the other hand, other attempts, for example, on the basis of indexing, 
have proved unsuccessful’. It is important for these reasons, too, that the 
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introduction of a European stability policy is convincingly successful in order 
to bring about a virtuous circle and not a vicious circle. However, the 
conditions obtaining in the economic environment will be the decisive factor. 
Open borders to the rest of the world, competition on the goods markets and 
satisfactory public finances in the member countries, as is laid down as a pre- 
condition in the Treaty of Maastricht, are therefore essential if in the end a 
stability policy is to be generally acceptable and successful. 

As far as the question of managing a European money stock is concerned, 
essentially two questions have to be answered. The first is which instruments 
the ESCB is to use in future. The second question, which has been frequently 
discussed, concerns the amount of scope that is to be allowed in European 
monetary policy for decentralised elements”. 

Regarding the range of instruments there has been a considerable con- 
vergence in the mechanism used by the individual central banks to manage the 
money stock over the past few years. Open market policy is at the centre of 
monetary policy everywhere. Yet there are also remarkable differences. One 
of these concerns the minimum reserves. In Germany this instrument has 
proved very useful not least in controlling liquidity on the money market*”. 
Essentially, the arguments amount to the fact that minimum reserves act as a 
buffer against short-term fluctuations in the money market and that the 
minimum reserves avoid the necessity of the central bank intervening every day 
to maintain an equilibrium. On the other hand, it must not be forgotten that the 
tax character of such a minimum reserve requirement can also have undesirable 
effects, for example, by encouraging evasive innovations. The European 
Central Bank will have to take account of all of these arguments. 

With respect to the question of centralisation-decentralisation there are 
various concepts which range from a centralised management of monetary 
policy to a decentralised form*. While a centrally organised monetary policy is 
the norm, significantly decentralised models would certainly have an experi- 
mental character. On the one hand, it is almost natural that national central 
banks will look for decentralised solutions in Europe. Some also argue that, in 
this case, far more account can be taken of the national peculiarities which will 
continue to exist. It should not be forgotten, however, that in stage three there 
must, by definition, be a single market for central bank money; to that extent 
independent action by national central banks would lead to arbitrage with its 
attendant costs at best. However, worse consequences may result. A develop- 
ment where different signals would reach market participants or where central 
banks would be encouraged to compete for customers through interest rates is 
to be avoided at all costs”. 

The argument that individual central banks are particularly familiar with 
the peculiarities of their domestic financial markets must be considered with 
care because it is doubtful whether past behaviour, which has frequently been 
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determined by the differences in the various operating methods of central 
banks, is a suitable model for stage three. At any rate, what is essential is that 
the control procedure used by the ESCB also underpins the soundness and cre- 
dibility of future monetary policy. 


4. CONCLUSION 


The transition to stage three of European Economic and Monetary Union will 
no doubt be a difficult period. Much will be new and unfamiliar, both for those 
inside the European Central Bank as well as for those outside. Success and 
failure will vitally depend on how confident the population is with regard to 
the European currency. It will be important in such a situation that wherever 
possible one can fall back on what has been tried and tested. This is the 
principle pursued in the Treaty of Maastricht. Committing the ESCB to pursue 
price stability and the granting of independence to this institution are not least 
a reflection of these efforts. Even when the guidelines for the monetary policy 
instruments were established, this principle was followed. It would also seem to 
be advisable now to decide on a strategy for stage three. 

A monetary policy based on rules and incorporating monetary targets based 
on medium-term considerations has proved itself in the past whenever it has 
been necessary to achieve the goal of price stability. With this policy over the 
past few decades the Bundesbank has ensured a relatively high degree of 
stability for the value of the D-Mark. Even during the particular difficulties 
associated with German unification this policy has ultimately proved its worth. 
In any case, it is difficult to imagine that we could have met our statutory 
mandate better with another strategy. 

Monetary policy and therefore monetary targeting, too, will certainly not 
succeed without an element of pragmatism. However, it is important that the 
rule always remains the point of reference. The answer to the question how 
much flexibility is possible and necessary will never be easy. It would also be 
helpful here if one could fall back on the experience of a strategy which has 
proved itself in practice. 
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Comment on Benjamin Friedman: 
Intermediate Targets versus Information Variables 
as Operating Guides for Monetary Policy 


ALEXANDRE LAMFALUSSY 


Bank for International Settlements 


I have read with great interest Professor Friedman’s paper on intermediate 
targets versus information variables. He has for sometime now been a major 
contributor to both the technical literature in this area and to the public policy 
debate. I was therefore interested to see how his position on this topic has 
evolved, particularly in light of the Federal Reserve’s July 1993 report to the 
US Congress announcing that it was “downgrading” the role of its M2 
aggregate in policy-making. 

Over the years I have heard the debate regarding intermediate targets 
surface in numerous discussions at the Bank for International Settlements; at 
a technical level in our central bank economists’ meetings, when I was the head 
of the Monetary and Economic Department, and of course at the policy level, 
at formal and informal gatherings of central bank governors. 

The intermediate target debate relates directly to the central issue of 
Professor Friedman’s paper, the quality of information available to the central 
bank which will allow it to appropriately adjust its policy instruments. This 
implies having current information which is of use in anticipating future 
economic events, in particular the future performance of the ultimate 
objectives of policy. Moreover, reliable nominal targets, if available, are 
desirable not only for the purpose of setting policy, but also as means to convey 
to the public the policy intentions and to measure the performance of the 
central bank. 

I do not think it should be taken as a criticism of Professor Friedman’s paper 
if I begin by saying that the essential elements of the debate remain the same. 
We are, broadly speaking, addressing the classic debate of policy rules versus 
discretion. As he says early on in his paper: “The key role of the intermediate 
target variable is to provide the central bank with a ready rule for processing 
and acting on (this) new information” (p. 111). A reliable intermediate target 
is thus desirable, firstly because we believe it is related to some ultimate policy 
objective and, secondly, as a protective device against policy responses to 
“false signals”. 

While I believe most central bankers of the major economies periodically 
would admit to having serious doubts about the reliability of their monetary 
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aggregates as intermediate target variables, I don’t believe their continued 
attachment to them, as actual targets or useful information variables, reflects a 
nostalgic longing for earlier days. Their attention to them reflects what I would 
call a monetary policy “mini-max strategy” — that of minimising the policy- 
maker’s maximum regret. And that maximum regret continues to be an 
unexpected and undesirable resurgence of inflation, requiring, as it has in the 
past, strong policies to counter its reappearance. This concern hangs over the 
shoulders of central bankers even today, where we observe low to moderate 
inflationin most of the major industrial economies. 

L ask your indulgence in permitting me to refer to an article I wrote a dozen 
years ago on the question of policy rules, discretion and information’. The 
arguments I gave in favour of the use of monetary rules now look to be quite 
“old hat”, but I believe they are the same as those used today: they provide a 
good basis for establishing central bank credibility and are helpful in defending 
against political pressures to run overly stimulative policies. But most 
important, I argued, full discretion requires the authorities to have near perfect 
information on how the economy actually functions. Complete policy 
discretion requires greater knowledge than policy-makers actually possess. 
This is one of the major reasons Milton Friedman, the major architect of 
monetarism, favoured monetary rules over central bank discretion. 

In this same essay of mine I also attempted to find counter-arguments for the 
use of policy rules. Professor Benjamin Friedman’s current paper I think 
provides some support for my earlier view. In my 1981 paper I specifically 
argued that “the definition of policy rules and their practical implementation 
will always require judgement”. Indeed, abiding by a monetarist rule 
associated with an intermediate monetary target would require very considera- 
ble judgement, because it demands that we accept a specific notion of how the 
economy works. 

An alternative to the strict adherence to a monetarist rule is the so-called 
“Poole rule”. This paradigm recognises that the economy can be subject to 
purely random shock, in which case sticking to a particular intermediate target 
may actually be destabilising. William Poole raised the important question of 
whether, in the face of random shocks to the economy, an interest rate inter- 
mediate target or a monetary target would better stabilise real income. This 
policy choice, however, also requires considerable judgement. It demands that 
we know whether the shocks originated from the financial or the real side of the 
economy. 

Benjamin Friedman has demonstrated that since the early 1980s in the 
United States neither M1, M2 nor a credit aggregate have been stably related 
to output growth or inflation. This has meant that short-run policy has increas- 
ingly relied on interest rate target setting and less and less on intermediate 
monetary targets. This in turn has required US policy-makers to cast their 
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information net wider and sample the potential informational and predictive 
content of a number of variables, such as the term structure of interest rates and 
the spread between yields on private-issued and government paper. This could 
lead to the criticism that the Federal Reserve is following a “look at everything” 
approach to policy setting, and indeed this may be a valid criticism. Yet the 
validity of the criticism can be judged only in relation to the quality of the 
observed performance. On the basis of inflation behaviour in the United States 
since the mid-1980s, I do not believe the information variable approach, which 
I think the Fedéral Reserve has followed, has done a bad job. 
My general opinion regarding the appropriate role of monetary aggregates 
is in most respects quite in accord with Benjamin Friedman’s major conclusion 
— that the conditions do not exist for closely relating short-run movements in 
policy instruments to the behaviour of the intermediate monetary target. I am 
somewhat surprised, however, to read that Professor Friedman believes this to 
be a conclusion one can only recently have drawn for the United States. 
Here I think I need to be a bit more specific to make my point clear. In my 
reading of events, only during the period 1979-82 can the Federal Reserve be 
interpreted as having followed anything like a formal monetary rule, in which 
the short-term instrument, the Federal funds rate, was systematically adjusted 
in response to deviations of money growth from its targeted range. After 1982 
I interpret the Federal Reserve as having followed an increasingly judgmental, 
non-rule oriented, monetary policy, despite it having formally announced 
monetary targets. Monetary aggregates were over time increasingly used as 
information variables and not as strict targets in any technical control manner. 
The monetary aggregates may have had greater “weight” in policy than the 
broad private credit aggregate, but this was because the credit aggregate could 
not be easily controlled with the available instruments. The same problem now 
plagues the M2 aggregate. 
What also changed was the manner in which the Federal Reserve adjusted 
its short-term instrument, the Federal funds rate, in response to bank reserve 
growth. But here I am not enough, or at all, an “insider” to know what practical 
relevance the shift from non-borrowed reserve targeting, to borrowed reserve 
targeting, to no reserve targeting had with regard to the setting of the Federal 
funds rate instrument. What I feel more confident about is that after 1982 
monetary aggregates in the United States moved increasingly away from their 
use as intermediate target and were used more and more as “information vari- 
ables”. Policy by necessity became more judgmental. In Professor Friedman’s 

words, the movement in information variables “merely create the presumption 
that a development has occurred that merits attention and that may warrant 
action depending upon circumstances” (p. 110). I think it had been clear to 
many observers long before July 1993 that the monetary aggregates were used 
in this manner. 
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While my original sympathies with dogmatic monetary rules could never be 
interpreted as having been particularly strong, I nonetheless appreciated, and 
still do, the risk central banks run without reliable intermediate nominal 
targets. The long-standing criticism that interest rate targeting by the central 
bank could lead to pro-cyclical money and credit growth is still applicable. The 
absence of a reliable intermediate target is one reason, among others, that 
some European countries decided to peg to the currency of a country with a 
stable monetary aggregate. This permitted them to borrow credibility and 
stabilise price expectations. This contributed to a sizable decline in inflation in 
several countries. Without nominal intermediate target variables a central 
bank is confronted with the problem of not knowing with any precision what 
weight to attach to particular information variables, running the risk that it may 
wait too long to respond before a serious problem emerges. Nor will the general 
public be informed of the central bank’s intentions. 

Unfortunately, reliable intermediate monetary targets are in diminishing 
supply. Furthermore, events of the past few years have complicated matters 
even further. For even with a dependable intermediate target, which is stably 
related to nominal income and standard measures of inflation, its behaviour 
may be quite at variance with that of asset prices. This, I think, is the new 
dimension of monetary policy in an increasingly deregulated and integrated 
global financial environment. Whether and how the authorities should respond 
to asset price bubbles, such as those we have seen in recent years, is not at all 
clear and is subject enough for another conference. Yet it is a subject I think we 
will be returning to in the future. It is made difficult by the simple fact that we 
have a poor fundamental knowledge of asset price determination. This resulted 
in some financial authorities reacting too slowly, in retrospect, to the asset price 
cycle which developed during the second half of the 1980s. We are now living 
with some of the financial and conjunctural consequences of this important 
policy dilemma. 

In conclusion, I am in general agreement with Professor Friedman’s 
argument regarding the information variable approach to monetary policy, but 
hardly reassured by it. A number of central banks have perforce moved from 
a world of policy rules with modest discretion to one of considerable discretion 
without rules. The policy-maker’s problem is to know how to utilise this 
discretion in an increasingly uncertain economic environment. 


NOTES 


1. See Alexandre Lamfalussy (1981), “Rules versus discretion: an essay on monetary policy in an 
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Comment on Otmar Issing: 
Monetary Policy Strategy in the EMU 


PAUL DE GRAUWE 


Catholic University Leuven 


This is an interesting paper focusing on the advantages of monetary targeting. 
The main point of the paper is that the future European Central Bank (ECB) 
would do well to follow similar procedures of monetary targeting as those that 
exist in the Bundesbank. 

I will not go into the issue of the use of intermediate targets in monetary 
policy, and the relative merits of different money stock targets. What I want to 
concentrate on are the international implications of money stock targeting, an 
issue which is not discussed by Otmar Issing. More particularly I want to 
discuss, first, the problem of monetary targeting by Germany in the context of 
the EMS, and second monetary targeting in the future before the introduction 
of acommon European currency. 


1. MONETARY TARGETING IN THE EMS 


The working of the EMS has been based on a division of responsibilities in 
which Germany targets its money stock and the other countries target their 
exchange rates with the DM. This division of labour has generally been inter- 
preted as providing discipline in the system, thereby increasing the credibility 
of the EMS. 

It can be shown, however, that this division of labour leads to unattractive 
outcomes when asymmetric shocks occur. In order to show this, I use a two- 
country model of the money markets. I call the two countries Germany and 
France respectively. 

The model is presented graphically in Figure 1. The downward sloping lines 
are the money demand functions. The vertical lines are the money supplies. We 
assume that interest parity holds, i.e. that the fixity of the exchange rate 
commitment is fully credible. As a result, interest rates must be identical in the 
two countries. Germany (the country which targets its money stock) fixes its 
money stock at the level Mg. France pegs its exchange rate with the mark, 
which is identical in its effects as pegging the French interest rate to the German 
one. Note that in this EMS setup only one country can target its money stock. 
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Figure 1. 


The other country is forced to follow interest pegging policies. Suppose an 
asymmetric shock occurs in the goods market reducing output in France, while 
it remains constant in Germany. (Alternatively one could have an increase in 
income in Germany, and no change in France. All that matters is the 
asymmetry in the shock). We show the effects in Figure 1 by letting the money 
demand curve decline in France. Nothing happens in Germany. As a result, 
money market equilibrium in France moves from A to B. France is forced to let 
its money stock decline despite the fact that it experiences a recession. Note 
also that although Germany pegs its money stock, the total money stock in the 
system declines. Thus, the monetary arrangements in the EMS lead to volatility 
in the total money stock when the system is subject to asymmetric shocks. 
Monetary targeting in Germany does not translate into monetary targeting in 
the system as a whole. Under certain asymmetric shocks, the money stock may 
behave in a procyclical manner in the system as a whole, thereby intensifying 
the business cycle in the peripheral countries. 

The paradox is that the monetarist inspired policy of targeting the money 
stock in Germany forces the other countries (as long as they peg to the German 
mark) to follow procyclical interest pegging policies. 

What can be concluded from all this? A system in which one country 
targets its money stock and the others the exchange rate will lead to great 
tensions when asymmetric shocks occur. Large asymmetric shocks occurred 
during the nineties (in particular the German unification), and imposed 
undue monetary deflation on the peripheral countries. The tensions that 
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Figure 2. 


arose from this were too large to maintain the credibility of the fixed exchange 
rates. 


2. THE THIRD STAGE 


The discussion by Issing of monetary targeting by the future ECB is based on 
the assumption that in the final stage of EMU, one currency will have displaced 
the national currencies, and that the ECB manages this currency. This allows 
Issing to transpose all the issues relating to monetary targeting that 
have been identified in individual countries like Germany or the US to the 
European level. In the final stage, Europe will be a blown-up version of 
Germany today, and we can discuss all the arguments as applying to the future 
ECB. 

It is more likely, however, that the third stage will be an incomplete 
monetary union, i.e. one characterized by the continued existence of national 
currencies, albeit at “irrevocably” fixed exchange rates. This arrangement 
poses very different issues of monetary management than a system where only 
one common currency will be in existence. 
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Let me illustrate one of the problems of such an incomplete monetary union. 
Suppose the ECB sets a target for the European money stock. This will have to 
be translated into national targets since national currencies continue to exist. 
This will quickly lead to problems of under- and overshooting of the targets at 
the national level, if asymmetric shocks occur. We show this in Figure 2. The 
ECB sets a European money stock target at the level Mg. The asymmetric 
shock, represented by the downward movement of the money demand curve in 
France, leads to a redistribution of the money stock from France to Germany. 
(Note also that the interest rate declines). Thus, European monetary targeting 
will require a lot of flexibility at the national level. Germany will have to be 
willing to accommodate for the shock in France by letting its money stock 
increase above the target level. 

It is interesting to note that if we had had such a European Central Bank 
today the monetary policy response to the asymmetric shocks in Europe would 
have been quite different. As Figure 2 illustrates, the response of the ECB 
which targets its money stock, would have led to a lowering of the interest rates, 
and a monetary expansion in Germany. 

In the system of irrevocably fixed exchange rates, the different targeting 
strategies will also affect the exchange markets, with possible implications for 
the credibility of the fixed exchange rates. These are issues that are not well 
understood today, but that merit attention because the “irrevocably” fixed 
exchange rate system is more likely to be the prevailing system, at least initially, 
during the final stage. 


Dinner Speech: 
To Cut or Not to Cut Interest Rates: 
Some Remarks on the ERM 


WIM F. DUISENBERG 
President of De Nederlandsche Bank 


1. INTRODUCTION 


Ladies and gentlemen, 

As announced in the conference programme, I am expected to deliver a 
separate course of tonight’s menu. I intend to serve some food for thought. 
Indeed, I would like to draw your attention to the European exchange rate 
mechanism, or ERM for short, once more. This is an appropriate subject given 
the title of our conference, but also, after reading some of your articles in the 
journals, newspapers and magazines, I have the distinct feeling that the various 
people present here hold different opinions on current developments and on 
the future of the ERM. And since I obviously do not subscribe to all of your 
views, I take this opportunity to present my opinion on some of these matters. 

I will start by examining the developments within the ERM since the 
summer of last year. I will then discuss the important subject of the significance 
of the level of short-term interest rates and stable exchange rates in Europe. 
Finally, I conclude with some remarks on the near future of the exchange rate 
mechanism and economic and monetary union. 


2. THE DEVELOPMENTS SO FAR 


As we all know, the ERM has been experiencing difficult times since the last 
five quarters or so. Practically all participating currencies came under pressure 
at one time or another. Eventually, we ended up with a situation that can 
probably be best described as a potential float. In reviewing the events, and 
with the benefit of hindsight, it is necessary to draw a clear distinction between 
the recent July-August tensions on the one hand and the other crises since the 
summer of 1992 on the other. 

One may safely say that in the summer of 1992 the level of some exchange 
rates was out of line with economic fundamentals. Since the last general 
realignment in 1987, government deficits had deteriorated sharply and differ- 
ences in inflation performance had caused shifts in countries’ competitive 
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positions. Markets and authorities, blinded as they were by the ; *1992- 
europhoria’, did not pay sufficient attention to the accumulation of 
divergences. The eye-opening results of the Danish and French referenda on 
the Maastricht Treaty, however, caused some major changes in this respect. 
They tempered euro-optimism promptly and encouraged markets to examine 
economic fundamentals again. Soon, doubts were raised as to the feasibility 
of a European economic and monetary union, thereby undermining the credi- 
bility of the ERM and existing parities. 

In the end, the pound sterling and the Italian lira left the mechanism on 
‘Black Wednesday’ in September 1992. Devaluations of the Spanish, 
Portuguese and Irish currencies followed in the ensuing months. Even though 
these adjustments did not take place in an orderly manner, the resulting 
exchange rate levels could generally be justified, for they were more in line 
with underlying competitive positions again. This is in accordance with the 
rules of the game. 

The story is clearly different for the recent July-August crisis, which did not 
involve overvalued exchange rates. This time the ERM was severely put to test 
by a combination of three factors. 

Firstly, the credibility of the ERM had already been seriously undermined 
by previous currency devaluations and withdrawals, making the markets very 
nervous and sensitive to current economic and political developments and to 
any comment made by any official. 

Secondly, cyclical conditions had deteriorated further, accompanied by 
rapidly rising budget deficits. The effect of the German unification is a major 
factor here. Initially it boosted ERM economies. Later it intensified the cyclical 
downturn, because of the tight monetary policy necessary to keep inflation 
under control. 

Thirdly and in close connection with the other factors, markets doubted 
authorities’ determination to keep interest rates high enough to defend existing 
parities. Political statements contributed to the perception that there was a 
difference of opinion among the main ERM participants on the appropriate 
stance of monetary policy. 

It is interesting, but, as you may understand, not very helpful from my point 
of view, that anumber of academic economists, mainly from across the Atlantic 
but some of them tonight at this side of the ocean, called on countries with weak 
economic activity and high unemployment to abandon their currencies’ close 
link to the Dmark and to cut interest rates significantly in order to promote 
economic recovery. 

Eventually, pressure became too strong at the end of last July when the 
Bundesbank, in contrast to market expectations, decided not to cut its discount 
rate, while other countries were not prepared to raise their interest rates 
in order to resist speculative pressure. After two turbulent days of heavy 
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interventions on the exchange markets, it was decided to leave existing parities 
unchanged. However, the ERM was given more breathing space by widening 
the fluctuation margins to 15% for all countries with the exception of Germany, 
which came to an agreement with the Netherlands to maintain the original 
2.25% margin. 

In my view these decisions were rightly based on the observation that, given 
underlying economic fundamentals, there was no need to adjust ERM parities. 
The 15% fluctuation margins are therefore mainly to be thought of as a means 
to restore a two-way risk in the markets. They should certainly not be seen as 
providing extended room for manoeuvre for monetary policy, nor as a move 
towards a floating exchange rate regime. It is for this very reason that I 
described the current situation as a potential float. 


3. THE IMPORTANCE OF SHORT-TERM INTEREST RATES AND STABLE 
EXCHANGE RATES IN AN INTERDEPENDENT EUROPE 


Let me now proceed to the crucial question: what next? Some of you might 
respond: ‘Give the weak European economies a boost, fight unemployment by 
prompt and aggressive interest rate cuts and tolerate concomitant and 
-inevitable depreciations’. Others might even exclaim: “The ERM is dead, long 
live the free float’. My opinion is a different one. Let me dwell on this subject 
somewhat more. 

Right from its start, monetary stability was the ultimate goal of the exchange 
rate mechanism, and it still is of course. In Europe, monetary stability should 
not merely imply price stability, but certainly also exchange rate stability. This 
is a fact I cannot overemphasize, particularly not in tonight’s audience. 
Sometimes, the crucial notion of exchange rate stability as an essential 
foundation of the functioning of the single internal European market is strongly 
underestimated. In the very open and highly interdependent continental Euro- 
pean economies exchange rate volatility is much more damaging to trade and 
general economic developments than in, for instance, the United States, which, 
as a matter of fact, has a very diversified economy and yet one single currency. 

Therefore, it is of the utmost importance to avoid strategies of competitive 
devaluation or depreciation, also under the current unfavourable economic cir- 
cumstances. By definition, such policies, when pursued by many countries, 
cannot be successful in generating positive effects on the business cycle. They 
only result in increased uncertainty and inflationary pressures. For this reason, 
it is indispensable that European exchange rates be managed in one way or 
another. 

The importance of interest rates, too, in continental Europe is considerably 
different from that in Anglo-Saxon countries. Here, long-term interest rates 
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are far more important for investment and growth than short-term rates. In 
explaining this, for some perhaps surprising, phenomenon several reasons can 
be mentioned. The most import ones are: relatively low and stable rates of 
inflation and regulations promoting a long time-horizon. 

In the short run, changes in short-term interest rates in continental Europe do 
not have a large impact on the disposable income of consumers and enterprises. 
Moreover, these effects, even limited as they are, show themselves only with a con- 
siderable time lag, and hence possibly far too late. The limited importance of short- 
term interest rates in the short term is remarkably often ignored by Anglo-Saxon 
commentators when they ask for continental European central banks to cut short- 
term interest rates aggressively in order to boost the economy. Hence, I attach 
great importance in stressing the fact that continental central bankers do not have 
the means to substantially influence the course of the business cycle. It is also not 
their primary task to do so. I add that European unemployment is mainly of a 
structural character. It is not a problem that can be solved by monetary policy. It 
is primarily the result of labour market rigidities. The solution is to attack these 
rigidities instead of forcefully pushing the wrong (monetary) policy button. 

After the July-August crisis, all ERM countries continued to pursue 
cautious monetary policies. Since it is in difficult times that central banks show 
their true colours, one may safely say that recent experience has shown central 
banks’ colours to be much more alike than many people expected. None of the 
ERM countries has tried to boost its economy by using its so-called increased 
room for manoeuvre to cut short-term interest rates aggressively. Interest rates 
were cut only gradually. 

Central banks have several good reasons for a cautious approach. Firstly, 
relatively high interest rates are called for to induce reflows of capital in order 
to replenish stocks of international reserves. Secondly and more importantly, 
countries do not want to squander the substantial gains in terms of decreasing 
long-term interest rates which have been achieved over the last few months. In 
France, for instance, long-term interest rates have come down by half a 
percentage point since the July-August crisis. At approximately 6% they are 
now near Dutch and German long rates, below UK rates and at their lowest 
level since the middle of the 1960s. This level is a clear reflection of relatively 
favourable inflation prospects and should not hinder economic recovery. 

Under such circumstances, attempts to force down short-term rates aggres- 
sively might very well stir up inflationary expectations again, thereby causing 
the opposite of what was intended: higher instead of lower long-term interest 
rates. It is precisely for this reason that European monetary policy must 
continue to be geared clearly and convincingly towards price stability. Official 
interest rate cuts must be made cautiously and gradually in line with this . 
ultimate objective. This is particulary vital for the anchor country Germany, 
which is still suffering from a rate of inflation beyond the 0-2% target. 
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4. ERM’s FUTURE 


It is clear that stable exchange rates remain of great importance to European 
countries. It is, however, neither wise nor possible to return to narrow(er) 
margins in the ERM at short notice. It is beyond any doubt that such a return 
ought to be a well-considered and credible one. For it is very likely that each 
and every single move will be closely watched by the markets. Because of this, 
it is inadvisable, and probably even counterproductive, to establish an explicit 
timetable for the move towards narrow margins. 

Furthermore, as far as the rules of the ERM are concerned, no major 
technical adaptations are necessary. The point is widely recognised and indeed 
convincingly made by two studies by the EC’s Monetary Committee and 
Committee of Governors of the Central Banks. It was not so much flawed rules, 
but rather a non-adherence to the rules that contributed to the ERM problems. 

Experience in the ERM has clearly shown that fixed and even semi-fixed 
exchange rates cannot be realised without a considerable degree of con- 
vergence, not only of economic fundamentals but also of policy views. In order 
to restore the credibility of the mechanism important efforts in both respects 
have to be made. Further progress in realising central bank autonomy will be 
helpful in rebuilding credibility. In addition, fiscal consolidation must be given 
absolute priority. At the moment no less than eleven EC countries run the risk 
of facing an excessive deficit in Maastricht Treaty terms. This will probably 
draw heavily on the excessive deficit procedure which will become applicable as 
from 1st January 1994. 

A return to the ‘old-style ERM’ will presumably be easier in a period with 
better economic prospects, for in a more favourable cyclical environment 
monetary policy dilemmas are perceived less frequently than during the recent 
crisis. The political acceptance of a stability-oriented policy would benefit 
greatly from such a climate as well, just like the international willingness to 
cooperate and to have attention for each other’s problems. 

Finally, looking further ahead no doubt the establishment of an economic 
’ and monetary union in Europe remains worthwhile. The road to get there may 
be longer and more winding than expected. The EMU has to be a solid union. 
Therefore, it is of paramount importance that in the years ahead policies be 
directed towards achieving the convergence criteria and closing gaps in policy 
views. That is the best way to create an enduring framework for monetary 
stability in Europe. 

Having said that, I again arrive at the theme of our conference. I hope and 
expect that like the first day, the second day will provide insightful and stimu- 
lating discussions. I wish you a pleasant night, an interesting second day of 
the conference and a good stay in Amsterdam, the monetary capital of 
Europe, . . . at least for these two days. 
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SESSION IV: THE APPLICATION OF 
MONETARY POLICY 


Rules versus Discretion in Monetary Policy 


ANDREW D. CROCKETT 
Bank of England 


1. INTRODUCTION AND OVERVIEW 


The debate about whether monetary policy decisions should be governed by 
rules or discretion has a long history, extending back at least as far as Henry 
Simons (1936). This debate has continued in the post-war period and still 
continues today. I will argue in this paper that the elements of a consensus are 
now beginning to emerge. Neither pure discretion, nor fixed adherence to an 
intermediate monetary target have proved satisfactory. In their place, several 
countries are moving toward a regime in which there is a clear target for the 
ultimate objective of monetary policy, together with a statement of the 
authorities’ decision making practices that is as open and transparent as possible. 

Looking at how thinking on this subject has evolved, it is possible to discern 
three broad phases in the approach to policy making in the postwar period. Up 
until about the late 1960s, it was taken for granted that formulating monetary 
policy required a substantial amount of judgmental discretion (although 
outside the United States, the exchange rate obligations of the Bretton Woods 
system acted as a constraint on policy). From the early 1970s until the 1980s, 
there was a growing emphasis on rules. This reflected both the persuasive 
theoretical and empirical work initiated by Friedman and Schwartz (1963), and 
dissatisfaction with the acceleration of inflation that had taken place under a 
more discretionary approach. Nearly all major industrial countries adopted 
targets for the growth of monetary aggregates, and most central banks inten- 
sified their attempts to find stable demand for money functions. 

By the late 1980s, however, the pendulum began to swing away from rule- 
based policy regimes. The relationship between intermediate targets and 
ultimate objectives became more variable under the influence of financial 
liberalisation and innovation. It became clear that monetary authorities would 
have to approach the application of monetary targets with greater flexibility. 
One by one, countries that had adopted monetary targets as the basis for policy 
began to downgrade their importance, in the face of growing evidence of a 
loosening of the relationship between money and income. Even the Deutsche 
Bundesbank, which retains a monetary growth target as the centrepiece of 
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its policy, has countenanced substantial departures from its announced 
objectives. 

In recent years, therefore, most central banks have recognised the need for 
a return to greater discretion in the use of monetary instruments. But this has 
not been simply a reversion to the practice of the earlier post-war period. The 
lessons that have been painfully learned about the importance of credibility and 
time consistency of policies have taught us to avoid this. Rather the aim has 
been to use policy commitments and institutional arrangements to strengthen 
the credibility of the ultimate objective of policy (price stability), and at the 
same time to improve the information available to market participants about 
the systematic factors guiding the use of policy instruments. 

The present paper begins with a definition of terms. This is particularly 
necessary in a subject where the same expression can be used to mean different 
things by different authors. Central banks use policy instruments to pursue 
ultimate policy objectives. Along the way, they are concerned with intermediate 
variables, which are part of the policy transmission process, as well as with 
indicator variables which may provide information about the impact of policy, 
without themselves being part of the transmission mechanism. It is important 
to be clear, as I shall try to demonstrate, which variables are to be subject to 
rules, and which to discretion, as well as what precisely is meant by the terms 
“rules” and “discretion”. 

After dealing with terminological issues, the paper considers the theoretical 
case for the use of rules as against the continuous exercise of judgment. It 
then goes on to consider how this case has worked in practice, and how 
experience has caused central banks to change the focus of the policy rules they 
use. 

I end up with a discussion of the inflation targeting framework now used in 
the United Kingdom. I see this as just one among several examples of where the 
debate on rules versus discretion stands at the present time. At the risk of giving 
away the conclusion, I see the current state of debate as follows: there are no 
intermediate variables (in the sense I will define) whose relationship to ultimate 
objectives is reliable enough to permit them to be used as rules for monetary 
policy. But markets do require clear guidelines on the objectives of the policy 
authorities, as well as on the likely response of the authorities in the face of dis- 
turbances affecting the system. Hence, it is appropriate for the authorities to 
announce their medium-term policy objectives, and to be as transparent as 
possible about how they will approach them. 
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Be OBJECTIVES, TARGETS, INSTRUMENTS AND INDICATORS 


The objectives of economic policy can be defined as those which have relevance 
for welfare in their own right. These include full employment, economic 
growth, price stability and the equitable distribution of income. For monetary 
policy, the central objective must be the achievement and maintenance of price 
stability. This is not because price stability is more important than other 
objectives of economic policy. But it is the one objective that is within the 
power of monetary policy to achieve. And it is generally accepted that price 
stability not only contributes to social equity, but is central to the goal of 
improving resource allocation and strengthening the basis of economic growth. 

It used to be believed that there was a trade-off between price stability and 
economic growth, at least over a certain range (Phillips, 1958). If this were true, 
there would obviously be an important element of political choice (or discre- 
tion) in the setting of monetary policy. Policy makers would have to decide how 
much price stability they were prepared to forgo to increase economic growth 
or how much growth they were prepared to forgo to achieve price stability. 

There is now general agreement that the “Phillips curve” is vertical in the 
long-run (Brunner and Meltzer, 1976). There is therefore nothing to be gained 
in having a higher long-run rate of inflation. Indeed, there is probably quite a 
bit to be lost, since a higher /evel of inflation is likely to be associated with 
greater variability and uncertainty in the inflation rate. Greater uncertainty 
about future price levels will reduce the level and diminish the efficiency of 
investment, thus impairing growth. 

The same does not apply in quite the same way to the short-run, however. 
There probably is a short-run trade off between inflation and output. When an 
economy is hit by an inflationary or deflationary disturbance, the decision of 
how quickly to return to the trend rate of price increase does have implications 
for the level of output in the transition period. It is therefore appropriate to 
define the objectives of monetary policy to include not just the achievement of 
price stability in the medium term, but the smooth adjustment to price distur- 
bances in the short term. 

The instruments of monetary policy are those variables that are directly under 
the control of the monetary authorities. They can be divided into those that 
affect quantities of financial assets and those that affect prices. More precisely, 
the authorities can control the supply of base money in the system (through 
open market operations); banks’ demand for base money (through changes in 
reserve requirements) or the price of base money (through setting the interest 
rate at which they are prepared to provide reserve assets). None of 
these policy instruments is directly related to economic welfare. The purpose of 
controlling them is simply to influence other variables which are more directly 
related to welfare. 
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In a non-stochastic system, setting interest rates would be the dual of fixing 
quantities. In practice, however, there are differences. Fixing the quantity of 
base money is likely to lead to fluctuations in price (interest rates) in response 
to swings in demand. Fixing interest rates means that the quantity of base 
money becomes endogenous. 

In practice, all central banks use control of short-term interest rates as their 
day-to-day operating instrument. This is because interest rates are part of the 
channel of transmission of monetary policy and no useful purpose is served by 
wide fluctuations in interest rates. The only exception is when the central bank 
is attempting for demonstration purposes to bring home the need to tackle the 
root cause of inflation. This motivation probably lay behind the Federal 
Reserve’s willingness to use a more quantitative monetary policy instrument in 
the 1979-82 period. 

The fact that interest rates are the proximate instrument of monetary policy 
for most central banks does not mean that quantities do not play a role. 
Movements in quantities can provide the trigger for discretionary changes in 
interest rates. But it is the interest rate that is nearly always the proximate 
instrument on which central banks act. 

Intermediate variables are those which the monetary authorities may attempt 
to target because of their presumed relationship with the ultimate objectives of 
monetary policy. Like the immediate instruments of policy, they do not have 
direct significance for economic welfare. Because, however, they are further 
along the channel of transmission, it may be convenient to direct policy to con- 
trolling them. 

The most common example of an intermediate variable is some definition of 
the money or credit stock. To the extent that growth in a monetary aggregate 
is stably related to the ultimate objective of monetary policy (the steady growth 
of the nominal value of output) and to the extent that it is more feasible to 
control the money stock than nominal output, it makes sense to direct policy 
instruments towards the achievement of an intermediate variable. 

Most monetary aggregates cannot, of course, be directly or precisely con- 
trolled. But if the monetary authorities are prepared to vary their policy instru- 
ments in order to achieve a given value of the monetary aggregate, there is no 
doubt that they can achieve such control over a period beyond the very short 
term. 

It is such an objective that is usually meant by a rules-based policy approach. 
In other words “rules” are generally taken to require the authorities to use the 
instruments of monetary policy to achieve a given predetermined path for an 
intermediate variable (usually a monetary aggregate). I will return to this issue 
in more detail later. 

Indicator variables can be defined as those that have information value 
about the impact of instruments on policy outcomes, but are not themselves an 
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object of control. In fact, the whole range of economic quantities have a 
bearing on monetary policy decisions. They can include variables that, in 
another context, may be viewed as an intermediate target. For example, the 
growth rate of the money stock can be regarded as an object to be controlled. 
It can also be regarded as one indicator (among others) of the potential strength 
of demand in the economy. This underlines an important point: just because a 
monetary variable is not used as an object of control does not mean that it does 
not play an important role in evaluating the stance of monetary policy. 

Other indicator variables are those that convey information about the future 
evolution of the economy, and the balance between recessionary and inflatio- 
nary forces. They include all variables relating to the current and prospective 
level of real economic activity (GDP growth, industrial production, retail sales, 
consumer and business spending surveys, etc). They also include cost and price 
indicators (wages, import costs, consumer and producer price indices), and 
expectational indices, including expectations derived from financial variables 
such as the shape of the yield curve. 

The distinction between whether variables are to be treated as indicators or 
intermediate targets is crucial to the distinction between rules and discretion. 
However, the distinction between rules and discretion is not straightforward, 
and deserves to be discussed further. 

The use of discretion in monetary policy is clearly not intended to imply 
randomness in decision-making. A discretionary policy action usually reflects 
a systematic response by policy authorities, taken in the light of their objec- 
tives, and their perceptions as to how the economy will respond to particular 
economic stimuli. To quote from Bryant et al. (1993): “Any systematic 
procedure for making decisions can in principle be described by its originators 
in a manner that permits its replication and implementation by others. With an 
elastic stretching of conventional language, any systematic procedure, no 
matter how complex, could thus in some broad sense be construed as a set of 
decision rules”. 

By the same token, even a straightforward rule, such as a monetary target, 
’ involves discretion. The authorities have to decide which variable to target, the 
quantitative value for the target, when to change it, and ultimately whether or 
not to abandon the rule. 

But if there is no absolute distinction between rules and discretion, there are 
certainly important differences between points on the continuum. Most 
observers can distinguish instinctively between a policy regime that can be 
classified as “rule-based” and one that relies on judgmental discretion. A rule- 
based system is normally one in which: 

a. There is a target for a single intermediate variable (in the sense defined 
above). 
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b. The numerical value of this target is revised at infrequent intervals (say 
annually). 

c. The setting of monetary policy instruments is adjusted primarily in order to 
achieve the target value of the intermediate variable. 

When I come to discuss the operating history of different policy regimes later 
in this paper, I will use the foregoing criteria as the basis for distinguishing rule- 
based and discretionary regimes. It has to be recognised, of course, that other 
criteria are possible. For example, a “rule” could be expressed in terms of the 
exchange rate, as was done under the Bretton Woods system or in the 
European Exchange Rate Mechanism. Although an exchange rate 
commitment is undoubtedly a “rule”, in the conventional use of the word, it 
raises a rather different set of issues than those usually covered in the “rules- 
versus-discretion” literature, and will not be pursued further here. 

It is also possible to devise “rules” with more or less complex feedback 
mechanisms (Taylor, 1993; Meltzer, 1990). To the extent that such rules 
embody conditional responses, which presumably could be altered periodically 
(just as the numerical values of more simple rules can be changed), it becomes 
hard to distinguish them from discretion. 


3. ARGUMENTS FOR DISCRETION AND RULES 


It was argued above that one traditional argument for discretion cannot be 
accepted. There is no medium-term trade-off between price stability and 
economic growth. Consequently, there is no reason for the authorities to make 
a deliberate choice between two objectives. Price stability is the best environ- 
ment for the achievement of other economic goals. 

But there are at least three other arguments for allowing the monetary 
authorities discretion in the formulation and implementation of economic 
policy. 

First, economies are subject to both supply shocks and demand shocks. The 
appropriate monetary policy response will be quite different in the two cases. 
Consider, for example, an incipient increase in demand _ that, 
with unchanged interest rates, would lead to an increase in the money 
stock and prices. In such circumstances, it would be appropriate to limit the 
increase in the money stock by allowing interest rates to rise and choke 
off the excess demand. Imagine, however, that a rise in the price of imports 
causes an increase in the demand for credit. In such circumstances, 
allowing interest rates to rise would cause a reduction in domestic economic 
activity. As Poole (1970) has shown, the different disturbances affecting 
the economy can be thought of as movements in the IS and LM curves respec- 
tively. Provided the authorities can identify the nature of different shocks, 
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they will be able to improve welfare by exercising discretion in how they 
respond to them. 

A second argument for discretion lies in the fact that the speed with which an 
economy returns to price stability following an inflationary or deflationary 
shock has implications for output and employment. The recent inflationary 
impetus in Germany following unification is a case in point. It would have been 
possible, in principle, for the Bundesbank to have restored price stability very 
quickly. The cost would have been even higher interest rates than actually 
resulted, followed by a sharper downturn in activity. The use of discretion 
enabled the Bundesbank to tolerate some overshooting of the monetary 
targets, to allow the return to price stability to take place in a more orderly 
manner. 

A third argument for discretion is that the structure of the economy is 
changing through time in ways that cannot easily be predicted in advance. The 
relationship between intermediate variables and the ultimate objectives of 
policy can be affected by technical developments. For example, the desire of 
the private sector to hold money balances is influenced by regulatory changes 
and the development of new financial instruments. These can either make 
money balances more attractive (say by providing for the payment of interest 
on previously non-interest bearing assets), thus reducing velocity; or they may 
make money relatively less attractive (say by investing non-money assets with 
payment attributes), thus lowering the velocity of circulation. 

If velocity trends are subject to relatively unpredictable shifts, it will be 
desirable for the monetary authorities to take a variety of indicators into 
account in deciding the setting of monetary policy. 

The case for rules was set out by Friedman (1953) in terms of the costs of 
avoiding gross errors of policy. Those who, like Friedman, favour rules, do not 
dispute that the application of discretion can, in principle, improve on the 
outcome produced by an inflexible rule. However, they argue that with rules 
(strictly, with the right rules), errors are self limiting, whereas with discretion 
policy mistakes may grow to major proportions. This concern probably springs 

-from the monetarists’ interpretation of the causes of the Great Depression 
(Friedman, 1963). 

There are several strands of thought behind the advocacy of rules. One is the 
avowedly libertarian principle, that in a democracy, as much decision-making 
discretion as possible should be removed from individuals and vested in laws or 
tules. Leaving this on one side, perhaps the most important economic 
argument for rules is that there is a fundamentally stable relationship between 
an intermediate variable (a monetary aggregate) and the ultimate objective of 
monetary policy (the growth of nominal income). The benefits of discretion are 
therefore small, since it is not possible to improve much on the outcome 
generated by adopting a stable money growth target. On the other hand, so the 
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argument goes, the costs of discretion are potentially large. The implicit 
argument is that the “wrong” policy instrument is selected and adhered to for 
too long. Typically, what monetarists fear is that a nominal interest rate 
objective may be selected and retained even when it is resulting in acumulative 
contraction or expansion in the quantity of credit. 

A subsidiary argument for rules is that financial markets operate most 
efficiently in the presence of certainty. If, in addition to the inherent uncertain- 
ties generated by outside economic shocks, there is uncertainty about the 
authorities’ policy response, the difficulties faced by markets will be com- 
pounded. This argument has been formalised in the literature on the time-con- 
sistency problem and the value of rules that “pre-commit” the authorities to a 
particular course of action (Kydland and Prescott, 1977). 

It will be seen that the arguments in favour of rules are based more on the 
quality of discretionary action, than on discretion per se. If the authorities are 
capable of distinguishing between “good” and “bad” policy responses, then in 
principle discretion ought to improve welfare by broadening the available 
choice set. It remains possible to select the policy response indicated by a 
“rule”; but it is also possible to depart from it if the rule is destabilising. 
Similarly, even if markets do not know exactly how the authorities will respond 
to outside shocks, the knowledge that they would act so as to dampen them 
should serve to reduce aggregate uncertainty. 

To some extent, therefore, the argument for rules versus discretion is an 
empirical one. In the absence of binding rules, are central banks prone to make 
errors that could be avoided by prescribing rules? 

It can be argued that discretionary monetary policy is subject to two 
systematic sources of adverse bias: “too little, too late”, and a greater willing- 
ness to lower interest rates than to raise them (Kohn, 1993). It is not hard to see 
why such biases might exist. If there are costs to making discretionary changes 
in monetary policy, then policy-makers will be tempted to wait for conclusive 
evidence of the need to change policy before undertaking an action. These 
costs need not necessarily be real economic costs; they could be the psycho- 
logical costs of abandoning a previous conviction about how the economy was 
developing; or the “image” costs of being seen to chop and change decisions. 

Similarly, it is easy to see why policy makers may be more willing to make 
easy and popular decisions (lowering interest rates) than to make ones which 
are more likely to lead to public opprobrium (raising rates). This is, of course, 
especially the case when central banks are not independent, and when govern- 
ments are aware that interest rate decisions will affect their electoral fortunes. 
But even independent central banks cannot be oblivious to public opinion. 
Apart from the natural human temptation to prefer bringing good news to bad, 


independence can be endangered if central banks ignore deeply held public 
preferences. 
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Rule-based policy regimes can help overcome these temptations. The rules 
themselves provide a vehicle for educating public opinion to the longer-run 
relationship between money and prices. And the need to adhere to a rule 
provides valuable “cover” for unpopular decisions. 


4. RULES AND DISCRETION IN PRACTICE 


The introduction to this paper identified three phases of the post-war approach 
to monetary policy making. Discretion predominated until the late sixties. The 
1970s and early 1980s saw an attempt to identify and follow rules. And the most 
recent period has seen a disillusionment with rules and a return to discretion. 
In this section, I will try to show that this latest development represents a 
development crystallisation of the lessons of earlier experience, not simply a 
return to former practice. 

Since much of the early postwar period (say until the late 1960s) was under 
the gold exchange standard, the scope for discretionary monetary policy was 
limited. But it was by no means absent. For the anchor country (the United 
States), the exchange rate was not much of a constraint on monetary policy, 
and the obligation to maintain convertibility of the dollar into gold was of 
notional significance only for much of the period. Even for the other countries 
in the system, there was considerable freedom for an independent monetary 
policy, given the existence of exchange controls and limited capital mobility. 

For various reasons, most central banks considered it appropriate to operate 
monetary policy through the discretionary adjustment of interest rates in 
response to perceived changes in aggregate demand conditions. In the first 
place, monetary policy was seen as the junior partner in aggregate demand 
policy, and the objective of macroeconomic policy was seen as maintaining full 
employment. Second, there was no body of empirical evidence suggesting a 
stable relationship between money and income. Even if one had been found, it 
would probably have been thought due to the accommodation of the money 
. stock to demand, rather than indicating an independent causal role for 
monetary control. A third reason was the importance accorded to funding the 
government’s borrowing requirement as cheaply as possible. This was a par- 
ticularly important motivation in the United Kingdom, as reflected in, for 
example, the Radcliffe report (1959). 

The shift towards rule-based approaches that took place in the 1970s can 
likewise be attributed to several factors. Perhaps the most persuasive intellec- 
tually was the work of Friedman and Schwartz and their followers. This work 
seemed to show that there was a stable, lagged relationship in the United States 
between changes in the rate of growth of broad money (M2), and changes in 
nominal income. A key conclusion was that monetary policy mistakes had been 
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largely responsible for the length and severity of the Great Depression. 
Subsequent studies showed that it was possible to detect a statistically 
significant relationship between money and income over a wide range of 
countries and time periods. 

These findings did not, of themselves, produce a rapid shift in the basis for 
formulating and implementing monetary policy. But interest in monetary rules 
grew as inflation surged in the wake of the first oil shock. Indeed, the oil shock 
itself could plausibly be attributed to the failure to control creeping inflation 
over the previous two decades (Fried and Schultze, 1975). 

At the same time, the discrediting of the long-run Phillips curve analysis 
persuaded most policy makers that there were no benefits to allowing the 
inflation rate to ratchet upwards. One after another, the major industrial 
countries adopted monetary targets as a guide to policy making, if not as its 
central feature. 

Germany began using targets for Central Bank Money in 1975, the United 
States followed suit in 1976, and Japan adopted targets (strictly “forecasts” for 
M2 in 1978 (with CDs being added in 1979). Table 1 shows the dates at which 
various countries adopted targets, and the aggregates to which they applied. In 
general, central banks used targets for the money stock rather than the stock of 
liabilities under the direct control of the central bank (central bank money). 
This is presumably because it is the broader definition of money that is theoret- 
ically related to income, and most central banks felt that they could use the 
instruments at their command to achieve the desired result for monetary 
growth. An exception was Germany, which targeted central bank money 
(reserves plus currency in circulation) from 1975 to 1989, only moving to an M3 
target at the latter date. The US was also an exception for three years from 
1979, using a bank reserves target to reinforce the public perception of the shift 
to a determined anti-inflationary policy. 


Table 1. Monetary targeting by the G7. 


Country Target Date 
Germany Central Bank Money 1975 
Canada M1 1975 
USA M1 1976 
France M2 1977 
Japan M2 + CDs 1978* 
UK M3 1979 
Italy M2 1984 


*CDs were added in 1979. 
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Judged by the anti-inflationary results, the period of monetary targeting was 
very successful. All countries with intermediate monetary targets experienced 


a sustained disinflation following the peak of price increases in the early 1980s. 
(See Figure 1). 
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Figure 1. 


However, it is not clear that the pursuit of intermediate policy targets was 
behind this success, as opposed to a more general willingness to pay the price 
of bringing down inflation. Indeed most countries missed their monetary 
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targets by a considerable margin, and did not always move quickly te come 
back within them. The United Kingdom is a case in point. Figure 2 shows that 
monetary growth in the United Kingdom was frequently outside its target 
range, and that such over-shooting was generally absorbed into subsequent 
targets (base drift): 
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Figure 2. 


Since the late 1980s there has been a downgrading of monetary rules as a 
guide to policy. Canada has already reduced the emphasis given to monetary 
aggregates in 1982. The United Kingdom dropped broad money targets in 1986 
and continued to monitor only MO (which is approximately equal to currency 
in circulation and therefore not an intermediate variable in the sense employed 
above). Japan reduced the emphasis given to monetary aggregates in 1992. The 
United States informally redesignated monetary growth targets as “monitoring 
ranges” during 1993. 

The United States has a complex history of monetary targeting. Since the 
experiment with base money control was ended in 1982, the authorities have 
been gradually de-emphasizing monetary aggregates (Friedman, 1993). Only 
in 1993, however, did Chairman Greenspan state that M2 had been 
“downgraded as a reliable indicator of financial conditions in the economy, and 
no single variable has been identified to take its place”. 
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To some extent, the downgrading of monetary targets, and the avowed shift 
towards greater discretion in monetary policy making, may reflect earlier 
successes in controlling inflation. With prices increasing at 5 percent or less in 
most countries (despite the upward blip in 1988-89) inflation had receded as a 
central element of concern. Of more significance, however, was the further 
weakening in relationships between intermediate variables and ultimate 
objectives. 

In many countries, the trend of velocity changed abruptly and unpredictably 
(Figure 3). In the United Kingdom, for example, the growth of broad money 
had been slower than that of GDP for most of the 1960s and 1970s. Velocity had 
therefore declined gently. A continuation of the decline in velocity was incor- 
porated in the monetary targets adopted by the Conservative government 
elected in 1979. In the event, however, broad money growth turned out to be 
much more rapid than intended, without adversely affecting the disinflationary 
process. Indeed, inflation receded more rapidly than had been envisaged or 
planned. (See Figure 3.) 

The reasons for this experience in the United Kingdom are almost certainly 
to be found in the far-reaching economic liberalisation and deregulation that 
took place in the 1980s, and was particularly marked in the financial sector. To 
some extent, this was the result of policy decisions: the removal of exchange 
controls, and deregulation in domestic financial markets. It also owed much to 
developments that were only indirectly related to the removal of previously 
existing restrictions. These included the development of new financial instru- 
ments, the reduction of transactions costs following the spread of computer 
technology, the growing institutionalisation of savings channels, and the sec- 
uritisation of investment media. 

Similar developments have affected most countries in greater or lesser 
degree. They have had the effect of causing changes in patterns of inter- 
mediation, and therefore shifts in the relationship between particular financial 
aggregates and real variables. Those countries where financial liberalisation 
has proceeded furthest (the United States and United Kingdom) have experi- 
enced the largest disturbance to demand for money relationships. Those that 

‘have had less far-reaching change (eg Germany) have continued to place 
reliance on money demand relationships. Even in Germany, however, 
judgmental departures from monetary target have proved increasingly 
necessary. If more far-reaching changes in financial structure are allowed to 
take place, there is every reason to suspect that further unpredictable shifts in 
monetary velocity may come about. 

Is this phenomenon (that of unpredictably shifting velocity) simply a charac- 
teristic of transition? In other words, when the process of financial deregula- 
tion and innovation has settled down, will stability in underlying money 
demand relationship reassert itself? This is certainly possible, though one 
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should not underestimate the capacity for further dynamic change, in capital 
markets and payments practices. Some observers (eg Sanford, 1993) foresee an 
accelerating process of change within the financial system, leading to further 
concentration in the banking system as we know it (and even to the eventual 
phasing out of money as an asset). Sanford’s view of the world is seen by some 
to be inspired by “Star Trek”. But even before our time comes to say “Beam me 
up, Scotty”, the changes still in store for the financial system make it unwise 
to rely on rules that depend on stable relationships between money and 
income. 


5. TOWARDS A SYNTHESIS 


The lessons of past experience of monetary policy are, broadly speaking, two. 

— Without clearly expressed objectives for the conduct of monetary policy, 
markets are left uncertain about how the authorities will react, and the 
authorities themselves are exposed to the temptation to act in ways which 
cause inflation to be higher and more variable than necessary. 

— There is no single intermediate variable which provides a satisfactory anchor 
for stability oriented policy. 

These two “stylised facts” have prompted the search for a different 
framework for monetary policy, one that can combine the disciplinary benefits 
of rules, with the ability to take into account a suitably wide variety of economic 
indicators. 

One alternative is of course to target monetary policy on the exchange rate. 
This can have important advantages, not least in the clarity of the objective. 
There are two reasons, however, why it cannot be a complete statement of 
monetary policy. First, it simply transfers the task of formulating monetary 
policy to another authority. The pegging country can define its policy in terms 
of exchange rate peg; but the anchor country still has to choose a regime of rules 
or discretion, and to set policies within it. Second, unless the pegging country 
is small and closely integrated with the anchor country, its domestic monetary 
policy requirements will inevitably clash occasionally with those of its partner. 
It was such a clash that eventually provoked the capital flows that made it 
impossible to retain ERM margins. 

With the currencies of most major industrial countries floating freely, or 
within very wide bands, how should monetary policy be conducted? 

Several countries have chosen to redefine the targets of monetary policy in 
terms of the ultimate objective of inflation, instead of some intermediate value, 
such as the monetary growth rate. This is intended to provide an element of 


guidance to markets, as well as added self-discipline on the monetary 
authorities. 
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Among countries that have adopted inflation targets as a centrepiece of their 
monetary policy are Canada, New Zealand, Sweden, Finland and the United 
Kingdom. In the remainder of this paper, I will attempt to describe the key 
features of the approach used in the United Kingdom, and howit relates to the 
ongoing debate about rules versus discretion. 

Our starting point is the uncontroversial proposition that economies will 
function best, and employment and growth will be maximised when prices are 
reasonably stable, and can be relied on to remain so. A second proposition is 
that sustained inflation is an essentially monetary phenomenon, in the sense 
that inflationary pressures will only show up in a sustained rise in the price level 
if they are validated by monetary policy. 

From these propositions comes the conclusion that the authorities should set 
a clear objective for price stability, together with a firm commitment to use the 
instruments of monetary policy to achieve it. There are two key elements to the 
choice of an inflation target: which measure of inflation should be used?; and 
what should the target level (or range) be? 

The choice of a publicly announced target for inflation involves a trade-off 
between conceptual purity, and presentational familiarity. The ideal index 
would be one which captured only domestically generated increases in costs. 
This would measure best the magnitude that was under the influence of 
domestic monetary policy. For this purpose, the GDP deflator (at factor cost) 
might be the most suitable index. It excludes terms of trade effects and the con- 
tribution of indirect taxes. But the factor cost deflator suffers from practical 
drawbacks. It is available only with a significant lag. It is subject to subsequent 
revision. It is not free of “noise” which generates reversible fluctuation in 
measured inflation (Bank of England , Inflation Report, May 1993). Perhaps 
most significant, it does not have the degree of public familiarity to make it a 
useful tool in influencing labour market contracts. 

The retail price index (RPI) is a much more familiar measure, but contains 
elements which are not directly related to underlying inflation. These include 
import prices and indirect taxes. Most importantly, however, the RPI in the 
United Kingdom includes the interest costs of owner-occupied housing. This 

_ severely distorts the underlying inflation picture at times of changing interest 
rates. Measures introduced to control inflation (a tightening of monetary 
policy) have the initial effect of causing a sharp increase in measured inflation. 

The British Government has chosen to set its inflation objective in terms of 
the measurement increase in the Retail Price Index, excluding Mortgage 
Interest Payments (RPIX) (Lamont, 1992). Over time, it may be desirable to 
focus on a more sophisticated measure of internally generated price pressures, 
or at least to take explicit account of the extent to which external factors are 
pushing RPIX up or down when judging how to respond as measured inflation 
departs from the target. 
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The British government has also decided to express its inflation target in the 
form of a range rather than a fixed point. Although this has been criticised by 
some, in my view a range is more credible than a fixed point. Since a fixed target 
will never be hit (except briefly and accidentally) it provides little information 
about what kind of response the authorities will make when departures from 
the target occur. A range, on the other hand, reflects an intention to take action 
to prevent RPIX from moving outside the designated range. 

The range has been set at 1-4 percent for the remainder of the present 
Parliament (ie probably until about 1996 or 1997). It is the intention to bring 
inflation into the lower half of the range by the latter part of this period. These 
targets are slightly higher than the rate of 0-2 percent inflation that, after 
allowing for quality improvements, is usually considered consistent with 
longer-term price stability. This reflects the fact that there is already a certain 
amount of inflation in the pipeline following the depreciation of sterling and 
increases in indirect taxation. The rapid elimination of inflation involves costs 
that could be avoided by the gradual convergence to price stability that is 
planned. 

The setting of an inflation target cannot be a complete definition of monetary 
policy in itself. It needs to be complemented by a strategy of how monetary 
policy instruments will be set in order to achieve the stated objective of policy. 
Such a strategy is needed, both to guide the formulation of policy, and to 
provide appropriate guidance to market participants on how the authorities are 
likely to react. The strategy also needs to be stated publicly and embedded in 
an appropriate institutional framework. This is necessary to persuade private 
market participants that the authorities will not be tempted into time-inconsis- 
tent behaviour (ie, stating intentions now that they will have an incentive to 
abandon later). 

The instrument of monetary policy in the United Kingdom is the level of 
short-term interest rates. It is convenient to view the indicator to which this 
instrument responds as the projected level of inflation 1—2 years ahead. Future 
rather than current inflation is used because the lag between changes in 
monetary policy and their impact on inflation is almost certainly quite 
substantial. 

This framework calls for two types of judgment. First, how current trends in 
the determinants of inflation are likely to affect the actual rate of price increase. 
Second, how interest rate changes are likely to modify the projected outcome. 
Neither of these responses are capable of quantification with a great deal of 
confidence. Nevertheless, it is possible to use empirical evidence to make an 
estimate of the relevant effects. 

Taking the inflation projection first, a starting point is the current 
underlying rate of inflation. This will be subject to upward or downward 
pressure as a result of both the /evel and rate of change of the output gap. 
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These may be thought of as demand-side influences on inflation. Supply-side 
influences will be reflected in variables such as the rate of increase of input 
prices (which is heavily dependent on commodity price trends and the 
exchange rate) and the growth of unit labour costs. The authorities’ percep- 
tions about inflation prospects derived from these measures can be cross- 
checked against private expectations. These are expressed in survey evidence, 
and can also be inferred from yields on financial assets. 

When it appears that there is a danger of inflation accelerating to the top of 
the target range; it will be appropriate to tighten monetary conditions through 
raising interest rates. The impact of changes in monetary conditions on future 
inflation is not easy to estimate. Some indication of the potential impact on 
future price changes can be derived from looking at the effect of interest rate 
movements on the exchange rate and asset prices. But it will always be difficult 
to judge when a given degree of tightening of policy is sufficient, given the lags 
at work. 

A final element in the UK approach to inflation targeting is the openness with 
which the authorities reaction function is expressed. The Treasury has 
undertaken to publish monthly an interpretative assessment of the various 
information variables that are taken into account in monthly policy reviews. 
And the Bank of England publishes a quarterly Inflation Report (Bank of 
England 1993), providing analysis of how the various determinants of inflation 
interact to produce a given expected path for the price level. 

The purpose of the Inflation Report can be seen as threefold: 

1. To convey to markets a clearer understanding of the authorities’ reaction 
function (the goal of improving the transparency of policy). 

2. To permit informed outsiders (especially in the press and academia) to 
make a contribution to improving the basis of policy making (the goal of 
improving the efficiency of policy). 

3. To provide an external discipline, by making it more difficult for the 
authorities to ignore indicators calling for policy changes (the goal of 
improving the consistency of policy). 

I have described the British approach to inflation targeting at some length, 

‘because I believe it is one expression of a new consensus on the appropriate 

balance between rules and discretion in the formulation of monetary policy. 
Rules are appropriate for the ultimate objectives of policy, because there is 
nothing to be gained by varying these objectives, or by concealing them from 
the public. And the more publicly the rules are stated, the more difficult it will 
be for the monetary authorities to go back on them. This should help credi- 
bility. Discretion is appropriate in the setting of policy instruments, because the 
economic circumstances to which the authorities must respond are too varied 
to be captured in simple rules. Lastly, clarity of institutional responsibility is of 
central importance in defining, and preserving, the appropriate frontier 
between rules and discretion. 
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“... development of a new... approach to the 
theory of the international monetary system... I 
believe . . . that its intellectual lineage can be traced 
back, via Mundell’s period of service in the . . . Inter- 
_ a national Monetary Fund under J. J. Polak, to the . . . 
work on monetary equilibrium of the Dutch economist 
J. G. Koopmans and the subsequent development by 
M. W. Holtrop and the Netherlands Bank... .” 
Harry G. Johnson 


(Inflation and the Monetarist Controversy, 1972) 
1. INTRODUCTION 


The main purpose of the International Monetary Fund has been the promotion 
of economic and financial cooperation among its member countries. In order to 
fulfill this purpose, the Fund has come to play a central role in the international 
monetary scene, a role that includes the provision of financial assistance to 
members facing actual or potential balance of payments difficulties in support 
of their efforts to overcome them. The responsibilities of the Fund as a source 
of financial assistance are laid out in the Articles of Agreement of the institu- 
tion. This basic document prescribes inter alia that the Fund will help in 
shortening the duration and lessening the degree of imbalance in members’ 
balance of payments in the context of a liberal multilateral payments system 
characterized by the absence of exchange restrictions and the prevalence of 
exchange stability. To this end, the Fund has stood ready to make its financial 
resources available to member countries to help them correct balance of 
payments imbalances without resorting to measures that run counter to 
national or international prosperity. In the discharge of this responsibility, an 
- important requirement of the Articles of Agreement is that the Fund adopts 
policies that will provide reasonable assurances that members’ use of the 
institution’s resources will be temporary’. Consequently, the Fund makes 
resources available to members in support of policies of economic and financial 
adjustment undertaken either to solve their actual, or to avert their potential, 
balance of payments problems. The design and content of these policies have 
evolved in line with changes in the world economic environment and they have 
always reflected the particular characteristics of individual countries. But they 
have also sought policy adjustment paths that in the light of available financing 


* The views expressed in the paper are mine and they should not be attributed to the Interna- 
tional Monetary Fund. 
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possibilities would ensure both a measure of uniformity of treatment and tem- 
porariness in the use of Fund resources. 

A central aspect of the economic adjustment programs typically agreed 
between a member country and the Fund focuses on monetary policy in its 
broadest interpretation, that is, an interpretation that encompasses exchange 
rate management and exchange arrangements in general. Monetary and 
exchange developments are closely linked with balance of payments perfor- 
mance and the role of monetary policy in IMF programs, the subject matter of 
this paper, is based on their interactions. 

The plan of the paper is as follows. First, the rationale for the role of 
monetary policy in the process of stabilization and adjustment will be provided 
(section 2). Second, the implementation of monetary policy in Fund programs 
will be examined from an analytical standpoint (section 3). Then, the paper will 
conclude by drawing a few final observations (section 4). An Annex appended 
to the paper contains a summary of monetary policy features in a selected 
sample of Fund member countries. 


2. THE RATIONALE 


An economy typically needs to adjust and stabilize whenever a sustained 
demand for resources arises that exceeds their actual or prospective availabil- 
ity, either domestically or from abroad or both. Clearly the causes of an 
imbalance are important factors influencing the strategy for its correction, but 
the magnitude of the imbalance and the resources available to deal with it are 
factors that will play a critical role in the choice of strategy”. Imbalances can be 
financed or adjusted or typically, both. The linkage between adjustment — the 
correction of an imbalance — and financing — the use of resources to pay for it — 
is generally perceived as competitive in nature, that is, as involving a trade-off 
between them. While true at first sight, this perception conceals a more funda- 
mental relationship between adjustment and financing. In reality, imbalances 
can hardly ever be adjusted immediately and, unless transitory and reversible, 
they can rarely be totally financed. A mixture of adjustment (policy action) 
with financing (use of reserves or recourse to borrowing) will be required under 
virtually all circumstances. 


2.1. General framework 


The process of stabilization and its particular aspect of correction of mac- 
roeconomic imbalances entail policy measures that can be classified in two main 
categories: those that affect the level and composition of aggregate demand; and 
those that influence the rate and structure of production in the economy. 
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A frequent source of demand expansion is fiscal or public sector expenditure 
proceeding on a scale above available tax and other fiscal revenues and 
therefore, requiring resort to domestic or foreign financing, or both. In 
general, fiscal policy, a subject that is beyond the scope of this paper, will be the 
instrument appropriate to keep the flow of public outlays on a sustainable 
relationship with fiscal revenue. This is the fiscal dimension of macroeconomic 
management. Reliance on sources of finance outside the public sector, e.g., the 
rest of the economy or the rest of the world, entails the use of other policy 
instruments. In general, monetary and domestic debt management is involved 
when the financing is internal. Action on the domestic financing side will 
influence mainly the level of demand, a variable on which monetary and credit 
as well as domestic debt management policies have a most important bearing. 
This represents the monetary and domestic debt dimensions of macroeconomic 
management. The level of demand will be also affected directly by the accumu- 
lation of external debt and by the use of international reserves, as will, of 
course, the availability of goods and services in the economy. Therefore, 
foreign borrowing flows have a direct bearing on the expenditure-income 
balance as well as an indirect one resulting from its potential to replace 
domestic credit expansion. There are, thus, also external debt and international 
reserve dimensions to macroeconomic management. 


2.2. Monetary policy and exchange rate regime 


The broad framework for stabilization and adjustment just outlined focuses on 
the relationship of the flows and patterns of global expenditure with those of 
income and on the effects of diverse economic policies on those critical 
variables. Among the latter, there are policies that have a time dimension, such 
as monetary and credit expansion as well as foreign borrowing flows, and there 
are policy actions that are of a one-and-for-all nature, such as price adjustments 
or interest rate or exchange rate changes which affect the economy in a corres- 
pondingly diverse fashion. 

The close relationship between monetary policy and exchange rate 
management from the standpoint of stabilization and adjustment will now be 
examined. For this purpose, a first point that must be stressed is that the tradi- 
tional propositions of monetary theory and their implications for monetary 
policy are very much influenced by the openness of economies. And openness 
is a feature common to all economies to a larger or lesser degree; therefore, the 
recognition of its existence is essential from the standpoint of economic policy 
in general, and of monetary policy, in particular. 


a. Absence of external constraint 
Seen from the perspective of the money market, there are two main sources of 
liquidity in any (open) economy: the credit extended by the central bank and 
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more broadly, the banking system, to the rest of the economy by purchases of 
domestic assets; and the supply of money that is provided by net purchases in 
the economy of international reserves and foreign assets. For purposes of 
stabilization, balance in the money market calls for actual monetary expansions 
to be commensurate with the growth in the demand for money. This is the flow 
equilibrium dimension of the money market, which has as a broad counterpart 
the prevalence of balance between expenditure and income in the economy, 
that is, balance in the market for goods and services. But stabilization will 
require, in addition to flow equilibrium, balance in the stocks in the system, that 
is, that the actual and the desired stocks of money and international reserves be 
equal. In the absence of such stock-flow balance, adjustments will take place 
that may call for policy action. 

In a hypothetical closed economy, there would only be one source of 
liquidity, that is, the purchase of domestic assets by the central bank or the 
banking system at large. In this setting, an excess expansion of credit — that is, 
credit flows that surpass the rate at which the economy is willing to increase its 
money holdings — will tend to raise expenditure over income. Prices, and tem- 
porarily output, will increase as a result. With them, the demand for cash 
balances will rise, thereby contributing to balancing the money market and 
with it, re-establishing a measure of stability in the economy at large. This, of 
course, is the sequence of events that would occur only if the state of excess 
supply in the money market does not persist. Otherwise, what would happen is 
that prices would continue rising — that is, inflation would take off — and output 
would stop growing — when resources became fully employed. As a consequence, 
the persistent money market imbalance would keep inflation going; if the degree 
of imbalance remains unchanged, so will inflation because the value of the excess 
nominal money holdings will be precisely eroded by given, constant, price 
increases and actual and desired real cash balances will once again coincide. 

The hypothetical closed economy can be replicated by an open economy 
operating under a freely fluctuating exchange rate. In such a setting, there would 
be two potential sources of liquidity: domestic and foreign asset purchases by 
the central bank or the banking system. But the free fluctuation of the exchange 
rate on the basis of market forces will preclude net intervention in the foreign 
exchange market by the central bank, thus severing the link between foreign 
exchange flows and the money supply. A money market imbalance in this envi- 
ronment, besides pushing domestic prices (and perhaps output) upward, will 
create an incipient excess demand for foreign exchange and with it, pressure for 
an exchange rate depreciation. The price increase, the output rise (if any), and 
the devaluation will tend to correct the imbalance, provided its causes do not 
persist. If on the contrary, they do persist, the economy will enter a continuing 
process of inflation and depreciation. The respective rates and variability in 


prices and the exchange rate will be determined by the degree and variation of 
the imbalance in the money market. 
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b. Presence of external constraint 

In open economies with a fixed rate of exchange or with limited exchange rate 
flexibility, there will be a link between the money supply and the balance of 
payments which must be taken into account in the formulation of monetary 
policy. Balance in open economies of these characteristics require coincidence 
between domestic credit expansion and money demand growth together with 
equilibrium in the balance of payments. This dual requirement is needed 
because a given rate of growth in the demand for money is compatible with 
different balance of payments results and therefore, money market equilibrium 
need not coincide with external balance. 

The analysis so far has proceeded without considering capital flows. Their 
introduction adds a market for domestic and foreign securities. The presence of 
capital flows, however, does not alter the basic relationships already discussed. 
If anything, it strengthens the link between domestic credit, the balance of 
payments and the international reserve position of the economy. With capital 
mobility, excessive (insufficient) domestic credit expansion relative to the 
growth in the demand for money will induce a current account deficit (surplus), 
a net capital outflow (inflow) and hence, a decrease (increase) in net interna- 
tional reserves. The balance of payments thus continues to be one of the 
channels through which the supply of money is adjusted to its demand. An 
important consequence of capital movements that warrants early mention is 
the intimate linkage that they impose between monetary, interest rate and 
exchange rate policies. Any inconsistency between these policies will be rapidly 
eliminated by the free flow of capital. 


3. THE IMPLEMENTATION 


The analysis provided so far is generally accepted as the standard framework 
for monetary policy evaluation. But there is an issue in the area of monetary 
management on which consensus remains elusive. The issue concerns the 
. choice of an instrument for the implementation of monetary policy and for the 
measurement of its stance. The lack of consensus often reflects lack of clarity 
in the distinction between policy instruments and policy targets. In the specific 
context of Fund programs, the issue has a bearing on the assessment of the 
appropriateness of monetary management and on the choice of appropriate 
domestic monetary policy variables for the objectives of the financial arrange- 
ments of the institution with member countries. This is a question with a 
relatively long history as made evident by its extensive treatment in the 
economic literature both outside and inside the Fund. Many of the analyses 
conducted on the subject were undertaken during the 1970s and little attention 
has been paid to it since then’. 
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At present, the analysis and assessment of monetary policy are generally 
carried out in terms of either credit or money flows as if these were interchange- 
able. The time seems right for a re-examination of the issues involved in the 
choice of a monetary policy instrument, if only because the international 
economy has undergone significant changes over the last two decades, some of 
them of a fundamental nature, such as those in the area of exchange rate 
arrangements and in the domain of capital movements. The arguments will be 
presented from the standpoint of Fund programs. But the basic conceptual and 
operational considerations to guide the choice of the appropriate monetary 
policy variable apply in the general context of domestic monetary management. 


3.1. Policy understandings in Fund programs 


Fund programs contain policy understandings the institution reaches with its 
members to guide their access to Fund resources. Prominent among these 
understandings are quantitative estimates of policies under the programs to 
measure the effectiveness of their implementation. In the institutional vocabul- 
ary, these quantitative understandings are called performance criteria. A basic 
principle behind the use of performance criteria in Fund arrangements has 
been the need to reach an acceptable balance between two major institutional 
aims: first, the provision of a firm assurance to Fund members regarding the cir- 
cumstances under which they can have unquestioned access to the institution’s 
resources; and, second, the establishment of an equally firm assurance to the 
Fund that its resources will be used by members in manners consistent with the 
prescriptions of the Articles of Agreement. 

With regard to the first aim, this basic principle led to the formulation of per- 
formance criteria in terms of policy variables that were under the authorities’ 
control and also amenable to objective description in quantitative terms. The 
second aim is a direct reflection of an essential objective pursued by the Fund 
in its relations with members, that is, the attainment and maintenance of a 
balance of payments position that allows freedom from restrictions on interna- 
tional transactions to be achieved and sustained in a setting of sound economic 
growth and price stability. From an operational point of view, a clear manifes- 
tation of the progress made by a member toward the attainment of this key 
objective is that its policies improve its balance of payments position and 
therefore, its use of Fund resources will be temporary, as prescribed by the 
Articles of Agreement, to ensure that access to the Fund will revolve among 
Fund members. 

These two fundamental institutional aims point to the desirability of 
mutually agreed quantitative performance criteria to guide a member’s access 
to Fund resources. This said, however, in an uncertain environment and in par- 
ticular, in a setting of rapid financial innovation and closely integrated capital 
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markets, it is of course advisable to supplement quantified policy action with an 
opportunity to exercise judgment, that is, an opportunity to assess the 
continued validity of the agreed quantitative policy commitments. This 
supplement is always included in IMF programs in the form of so called review 
clauses. These clauses call for consultations between the member and the 
institution to evaluate, inter alia, the appropiateness of the quantified criteria 
and reach understandings on the circumstances under which modifications or 
adaptions are warranted. In this manner, a measure of balance is sought 
between the predictability of performance criteria and the flexibility required in 
an uncertain and constantly changing environment. 


3.2. The choice of a policy instrument 


The conceptual framework described in the previous section for the formula- 
tion of monetary policy is based on the existence of a demand for money that 
is a stable function of a relatively limited number of variables’. Consequently, 
a critical ingredient for the process of policy implementation is the accuracy of 
the estimate of the demand for money and of the corresponding forecast of its 
developments; such an ingredient is of relevance regardless of whether the 
money supply or domestic credit is postulated as the policy instrument. 

Situations where specific control over the money supply is advocated can be 
generally characterized by the persistence of inflation, interpreted as reflecting 
essentially money market conditions. Behind the argument in favor of the use 
of the money stock as a policy variable has been a concern to avert rates of 
monetary expansion that could threaten the attainment of inflation targets. It 
has been reasoned that the degree of control over the inflationary process that 
needs to be exercised in such circumstances can only be assured by strict 
monitoring of developments in the money supply. Therefore, according to this 
argument, situations where a decisive and visible reduction in the rate of 
inflation is deemed critical for the effectiveness of an adjustment effort call for 
policy action to ensure direct control over the rate of monetary expansion. 

Attention toward monetary aggregates has been particularly drawn in 
situations of significant uncertainty concerning the magnitude of the net capital 
inflows that could be expected following the adoption of an adjustment policy 
program. The concern typically expressed in this context has been over the 
likelihood of unduly large capital inflows rather than over capital flows of a 
volatile nature in both directions®. The consequences of such uncertain capital 
inflows will depend on the characteristics of the economy including, in particu- 
lar, the degree of its openness and the specific exchange rate regime under 
which it operates. 

In an open economy with a fixed exchange rate system, a larger than antici- 
pated capital inflow would increase the stock of money in the economy, thereby 
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adding to undesirable inflationary pressures, unless the inflows were to be 
sterilized in some fashion (admittedly, at the risk of perpetuating the incentives 
for their continuation). A similar set of circumstances in the context of an open 
economy with a flexible exchange rate system would lead instead to an 
unexpected appreciation of the domestic currency, an outcome that, in 
contrast, would exert a moderating influence on inflation (at the possible 
expense, though, of competitiveness). In the more common setting of an open 
economy with an exchange regime but where the exchange rate is not totally 
flexible, larger than anticipated capital inflows would lead toward a combination 
of increases in the money stock (thus, contributing to inflation) and exchange rate 
appreciation (thereby, tending to contain inflationary pressures). 

Depending on the type of exchange rate regime in operation, the logic 
behind the choice of the money supply as a policy variable is thus based on the 
following reasoning. Where a totally flexible exchange rate prevails, the 
emergence of unanticipated capital inflows would not influence the money 
supply as the external accounts would always balance. In these circumstances, 
what happens is that money and domestic credit expansion will in fact coincide, 
and it can be argued that such coincidence renders money equivalent to 
domestic credit as a policy instrument. In the case of open economies with fixed 
or only partly flexible exchange rate arrangements, large capital inflows could 
threaten the attainment of the objective to control inflation by unduly raising 
domestic monetary expansion. Therefore, it becomes necessary to seek means 
to ensure that the monetary consequences of unexpected balance of payments 
developments do not place an economy’s efforts to control inflation in 
jeopardy. 

Among the possible means to this end, there is direct control of the money 
supply. If the prospects for net foreign exchange inflows are uncertain or if 
there is a risk that they may be a priori incompatible with the inflation 
objective, strict adherence to a monetary expansion path will make it necessary 
to sterilize the undesired foreign exchange inflow. Such a sterilization can be 
effected either through a compensating open market sale of domestic securities 
(an operation logically equivalent to an offsetting reduction in the rate of 
domestic credit expansion) or by direct sales (or absence of purchases) by the 
authorities of the excess foreign exchange itself or by a combination of both 
methods. For a given inflation rate, the choice of one or the other method of 
sterilization will result in a different combination of paths for domestic interest 
rates (which will be higher than otherwise in the case of offsetting open market 
sales of domestic securities) and for the exchange rate (which will be higher — 
i.€., a more appreciated domestic currency — than otherwise in the case of 
offsetting sales or absence of purchases of foreign exchange). 

In summary, the considerations for the adoption of the money supply as the 
direct policy variable are based on the combination of two propositions: first, 
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that the control of inflation has clear priority among the policy objectives 
sought by the adjustment program; and second, that prospective balance of 
payments developments conflict with the attainment of the inflation objective. 

From a conceptual standpoint, the alternative formulation of policy in terms 
of domestic credit expansion is also partly based on the interpretation of the 
imbalance prevailing in the economy as perceived from the conditions that 
prevail in the money market. Domestic credit policy is typically formulated in 
relation to an estimate or a forecast of developments in a money demand 
function as a means to attain the authorities’ objectives in the areas of balance 
of payments and the exchange rate as well as on the domestic price and 
economic activity fronts. Again abstracting from considerations of economic 
activity or growth, the rationale behind the approach is that when domestic 
credit is allowed to expand by less (more) than the expected growth in the 
demand for money, this will tend to be accompanied by an incipient balance of 
payments surplus (deficit) or an incipient appreciation (depreciation) of the 
exchange rate and a consequent decline (rise) in either inflation or in domestic 
prices; in effect, the most likely outcome will be some combination of all of 
these events. 

The logical sequence behind the credit approach is that the rate of domestic 
credit expansion is particularly closely related to developments in aggregate 
expenditure and demand in the economy. On the other hand, an important and 
well-known determinant of the demand for money balances is the economy’s 
global income. Thus, a discrepancy between expenditure and income can be 
translated into an imbalance between the rates of expansion of credit and 
money. 

The actual operation of domestic credit policy in a situation where large 
unanticipated capital inflows are actually registered, will depend on whether or 
not these unexpected developments are determined by the demand for money. 
When the unexpected foreign exchange surpluses reflect developments in the 
demand for cash balances, the sequence of events in an open economy with a 
fixed exchange rate is as follows: net international reserves and the money 
supply will expand at a higher than programmed rate; but no unexpected 
inflationary pressures will emerge as a result, because the additional money 
balances will be held voluntarily. In the case of an economy with a flexible 
exchange rate, the balance of payments surplus and resulting monetary 
expansion will not materialize. Instead, the exchange rate will appreciate and 
downward pressures on inflation or on the domestic price level will tend to 
emerge. In this particular case, while ex post credit and monetary develop- 
ments will coincide in fact, this coincidence is not sufficient to infer from it that 
it renders money and credit equivalent as policy instruments because the logic 
that policy action should be formulated in terms of its impact on domestic credit 
expansion remains. This is because the ex post coincidence between credit and 
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money in these circumstances does not eliminate the need to keep aggregate 
expenditure under control, and the rate of domestic credit expansion rather 
than the money supply is the most effective instrument to control this particular 
variable’. With a partially flexible exchange rate, a combination of monetary 
expansion and upward domestic price pressures will occur on account of the 
accumulation of foreign exchange that takes place; and downward pressure on 
the rate of increase or the level of domestic prices will also materialize because 
not all the foreign exchange surplus will be absorbed. Ceteris paribus, once the 
impact of the unexpected foreign exchange flows works itself through the 
economy, the level of real (though not the nominal) money balances should be 
the same (for a given domestic credit policy stance) in the three categories of 
instances. 

An unexpected foreign exchange surplus that does not reflect developments 
in the demand for money will result in a different set of events, however. In the 
fixed exchange rate case, the additional domestic cash balances thus generated 
would not be willingly held. As a consequence, domestic expenditure would 
rise, thereby either reducing the rate of foreign exchange accumulation or 
placing upward pressure on domestic prices and most likely operating through 
both channels. With a fully flexible exchange rate, the impact of the inflow will 
be totally deflected toward the exchange rate, which will appreciate, thereby, 
exercising a moderating influence on inflation. In the case of incomplete 
exchange rate flexibility, a combination of these two sets of outcomes will 
materialize: a more limited exchange rate appreciation would be associated 
with some monetary expansion and upward domestic price pressure. 

The process in these three sets of circumstances is not open-ended. In the 
first (fixed exchange rate) case, the pressure on aggregate demand and on 
domestic prices will deflect more and more spending toward the balance of 
payments, thereby eliminating the impact of the foreign exchange inflow on the 
domestic money market. A similar diversion of expenditure abroad will be 
brought about by the exchange rate appreciation in the second (flexible 
exchange rate) case until the pressure toward appreciation is offset. A combi- 
nation of higher domestic prices (as in the first case) and lower foreign prices (in 
domestic currency, as in the second case) will divert expenditure in a similar 
direction in the intermediate case’. 

In sum, the considerations for policy formulation in terms of domestic credit 
expansion are based on the proposition that, under most circumstances, the 
money supply in an open economy is an endogenous variable, and although 
influenced by the authorities, it cannot be solely determined by policy action on 
a sustained basis. In addition, the credit approach also contends that, again in 
most instances, there can be no durable conflict in the attainment of inflation 
and balance of payments objectives. 
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3.3. Operational implications of the choice 


The alternative approaches discussed in the previous section have implications 
for the formulation of specific policy criteria. They are based on the need to dis- 
tinguish clearly in the process of policy making between policy objectives and 
policy instruments. Typical examples of policy instruments in Fund programs 
are fiscal and credit measures as well as certain prices of both commodities and 
factors of production which are important from an economy-wide perspective. 
Through the use of these instruments, influence can be exercised in a particu- 
larly direct fashion on aggregate expenditure and demand and indirectly also 
on the level and pattern of domestic supply. From this standpoint, global 
demand and supply are intermediate target variables which through their 
interplay contribute to the attainment of ultimate objectives of economic 
management such as prices, output, and the balance of payments. 

Conceptually, the stock and the rate of expansion of monetary aggregates 
belong in the category of intermediate policy targets, rather than in the group 
of policy instruments. A direct way to illustrate this point is to note that for any 
given demand for money, different balance of payments, price, and output 
outcomes may be consistent with a given stock of money’. In the context of the 
domestic money market, the rate of increase of the domestic liabilities of the 
central bank (reserve money) or of the banking system as a whole (broader 
monetary aggregates) are, therefore, the joint outcome of the financial policy 
stance of the authorities and of the behavior of the rest of the economy 
regarding its willingness to add to its cash balances. Depending on the latter, it 
is possible for a given rate of monetary expansion to materialize in effect even 
in the absence of implementation of agreed policies on the part of the 
authorities. More generally (except in the case of a freely fluctuating exchange 
rate), the authorities have no ex ante assurance that the implementation of the 
agreed policy measures will in effect result in a rate of monetary expansion that 
has been determined a priori. Hence, in the context of Fund programs, the 
authorities would have no firm assurance that once they take the agreed policy 

_actions, Fund resources will be made available. In addition, the possible lack of 
relationship between a given stock of money or rate of monetary expansion and 
a given set of policy actions severs the link with the attainment of program 
objectives, in particular, those on the balance of payments front. Con- 
sequently, there would be no assurance that the use of Fund resources would 
be temporary. 

These shortcomings of monetary variables are particularly important 
because of the indeterminacy they allow with regard to the outcome for net 
international reserves, since the maintenance of monetary expansion within an 
agreed path is not sufficient to ensure a given balance of payments outcome. 
Elimination of this indeterminacy requires that money supply targets be 
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accompanied by a specific, quantified balance of payments objective, 
regardless of the exchange rate regime in effect. Through this technique of 
combining a money supply target with a balance of payments objective, less 
favorable net international reserve outcomes than the one programmed in the 
latter test are in effect ruled out. However, this combination of performance 
criteria may also serve to eliminate the possibility of better than programmed 
balance of payments outcomes since the established objective can easily 
become equivalent to a maximum path for net international reserves. This is 
because whenever the balance of payments performance outlook is better than 
envisaged in the program, ceteris paribus, the rate of monetary expansion will 
tend to exceed the level permissible under the target. A relatively straightfor- 
ward method of adherence to the monetary target in those circumstances would 
be for the authorities to avert buying or to sell the foreign exchange that would 
tend to flow into the economy in excess of the amount programmed in the 
balance of payments. This external objective thus risks becoming a ceiling on 
net international reserves, not only a floor below which they cannot fall, as is 
the case when domestic credit expansion is the policy variable. 

If the better than expected balance of payments performance reflects funda- 
mental factors in the economy and therefore is not transient, the approach of 
a monetary target-cum-balance of payments aim would impair adjustment and 
tend to perpetuate an imbalance between the demand for and supply of cash 
balances, thereby forcing the full adjustment to be effected through price and 
exchange rate movements. If, on the contrary, the balance of payments improve- 
ment is transitory, the money approach would provide a direct incentive to keep 
monetary expansion on the programmed path, but at the expense of forfeiting a 
higher than otherwise net international reserve accumulation. 

From a conceptual standpoint, the stock and rate expansion of domestic 
credit are closer than their money counterparts to the category of policy instru- 
ments’°. A clear way to illustrate this point would be to indicate that, ceteris 
paribus, for a given path for the demand for money, the rate of domestic credit 
expansion will determine the outcomes for the balance of payments, prices, 
and output. In effect, the attainment of these external and internal objectives 
will be contingent on the relationship between the demand for additional cash 
balances and the rate of domestic credit expansion. Balance of payments 
outcomes are determinate when ceilings are specified in terms of domestic 
credit expansion. With a fixed exchange rate, there is no need to add a specific 
balance of payments criterion: the attainment of the net international reserve 
target implicit in the credit ceiling will depend on whether the demand for cash 
balances has been underestimated (leading to balance of payments overperfor- 
mance, that is, a larger-than-expected surplus), or overestimated (leading to 
balance of payments underperformance). In either set of circumstances, the 
attainment of balance in the money market will not be impeded by attempting 
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to adhere to the ceilings. With a totally or partially flexible exchange rate, 
domestic credit ceilings need to be supplemented by a balance of payments test. 

This approach will allow a stronger than expected balance of payments per- 
formance to be totally reflected in domestic monetary expansion. If the 
stronger external performance is permanent, such an outcome would be 
compatible with money market balance. If it is transient, it could put upward 
pressure on domestic prices pari passu with the larger than programmed net 
international reserve accumulation. Therefore it ensures that additional 
resources aré available to cope with the consequences of a higher-than- 
programmed rate of price increase. 

Areas of potential difficulty can be created by excessive capital inflows. Of 
particular concern are those inflows that lead to rising domestic expenditure 
and which therefore conflict directly with the objectives sought by domestic 
credit ceilings. These inflows, then are equivalent to foreign borrowing and 
have led to the inclusion in Fund arrangements of limits on such borrowing to 
ensure effective aggregate domestic expenditure control. These limits have 
basically encompassed foreign borrowing by those sectors where imbalances 
are most likely to be generated: in particular, the limitations have affected the 
public sector to keep its spending under control and the commercial banks to 
control the rate of their domestic lending. Concerning the private sector, its 
foreign borrowing has not been normally constrained, except indirectly, 
through the establishment of limits on the extension of official guarantees to 
private foreign borrowing operations. To the extent, however, the govern- 
ments tend to assume the foreign liability when the private sector is unable or 
unwilling to repay, a strong argument can be made in defense of constraints on 
total foreign borrowing”. 


3.4. The proper scope for the policy variable 


Whether policy is to be formulated in terms of money growth or of domestic 
credit expansion, a choice must be made concerning the definition of money 
_ that will be used. This choice, of course, concerns the spectrum of nominal 
assets that are to be considered as money, that is, whether it will be limited to 
the central bank (which places the focus on reserve or base money), or whether 
it will encompass the whole banking system (thus stressing a variety of broader 
money definitions depending on the range of bank liabilities they include), or 
whether it should cover in addition other financial intermediaries. Depending 
on the money concept that is adopted, there will be a counterpart domestic 
credit variable that is compatible with it’. 

The issue addressed here, though, will be confined to considerations on 
whether the scope of the monetary policy variable should be coincident with 
the banking system at large or whether it should remain confined to the central 
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bank or the monetary authority. Although a reasonable argument can be made 
that the evolution of nominal variables in the economy are related to banking 
system variables more closely than they are to central bank variables, there are 
relevant considerations to counter the argument. A choice of the narrower 
definition implies of course that the formulation of policy will be based on the 
stability of the relationship between broad and narrow monetary aggregates, 
that is, the multipliers. In normal circumstances, the presumption can be made, 
however, that should a stable demand for money exist, there would also be a 
measure-of stability in the composition of its various components, which are the 
determinants of the multipliers’. 

The reasons in favor of anchoring policy formulation on monetary authority 
or central bank variables can be summarized as follows. First, an essential 
feature of policy variables in general is that they should be under the control of 
the policy maker. From this standpoint, there is no doubt that the relevant 
definitions of monetary variables are those that pertain to the central bank. It 
is on the central bank balance sheet that the monetary authorities exercise a 
measure of control’*. Second, focus on the banking system rather than on the 
central bank blurs the distinction between public sector and private sector 
activities or more narrowly, between the monetary authority and the banking 
sector. An important by-product of such blurring is the risk of disintermedia- 
tion that can be incurred potentially when policy aims at controlling broad 
monetary and bank credit flows’. 


4. FINAL OBSERVATIONS 


The trend toward liberalization of national and international transactions 
together with the process of deregulation of domestic financial markets that 
have characterized the evolution of the world economy during the last decade 
has posed a number of challenges for the conduct of monetary policy. The 
challenges focus on the appropriateness of monetary targets as guides for 
domestic monetary policy as well as on their relevance in a setting where 
national monetary borders have become increasingly permeable. 

With financial deregulation, the boundary between banking and other 
financial activities has blurred. This blurring has compounded the difficulty of 
identifying a monetary variable with a stable behavior capable of anticipating 
the evolution of other nominal variables in the economy. There are two aspects 
to this difficulty. One is that deregulation has affected stability of the demand 
for money in its various traditional definitions and therefore, it has impaired 
the usefulness of money demand forecasts as a basis for monetary policy 
implementation. Some of the arguments made in this context focus on the 
impact of the lifting of financial sector restrictions on the demand for money. 
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In itself, this factor should be of a once-and-for-all nature and disappear once 
deregulation has been completed. Another aspect of the issue is the increasing 
degree of substitutability between banking liabilities and those of other 
financial intermediaries. Rather than affecting the demand for money 
(however defined), this argument centers on the growing complexity of the 
definition of money, which no longer can be confined to central bank or 
banking system liabilities. 

These considerations pertain to the national policy domain. But with the 
internationalization and globalization of financial markets, another challenge 
has arisen for national monetary policy implementation. While the first 
challenge underscores the blurring of the boundary between banks and other 
financial intermediaries, the second stresses the growing disappearance of 
national economic frontiers. The issue at stake here is the relevance and 
appropriateness of national monetary variables in an environment of 
increasing substitutability of currencies. This phenomenon, which acquires 
particular strength in the context of regimes like that in the European 
Monetary System, has validity on general grounds, as the experience with dol- 
larization in a number of economies amply illustrates. 

Rather than posing a conceptual question, these issues are empirical in 
nature. They relate to the identification of the national monetary variable with 
the relatively most stable behavior. And they concern the question of the 
relative stability and predictability of national or international monetary aggre- 
gates. In themselves, the challenges now confronting monetary policy makers 
do not affect the logical framework discussed in the paper. They only add to the 
complexities of actual policy implementation. The blurring between banks and 
other financial intermediaries calls for definitions of monetary variables that 
correspond to the financial sector at large. Domestic credit counterparts can be 
derived from whichever broad financial aggregate is determined. Still, the issue 
of the proper scope for the policy variable remains as outlined in the paper. 
Focus on the central bank highlights the importance of control as well as the 
separation between public and private sectors. Broader coverage, whatever 
- merits it may have from other standpoints, will extract a price in terms of a 
more complex, and possibly a looser, relationship with broadening monetary 
variables as well as in terms of moral hazard risks. As for the obsolescence of 
national monetary aggregates, the important implication to draw is the 
constraint it imposes on domestic monetary policy. It essentially allows for little, 
if any, margin of error in the conduct of policy as such error would soon be 
corrected by international financial flows. Specifically, the pursuit of unduly 
restrictive or expansionary monetary policies no longer will yield the conse- 
quences expected in a more segmented international economic setting. Rather, 
they will only stimulate net financial inflows or outflows, thus confirming 
market forces as the main determinants of the stance of monetary conditions. 
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10. 


NOTES 


. These policies have become known by the term conditionality. See Joseph Gold (1979), 


Manuel Guitidn (1981, 1987 and 1992a), John Williamson (1983), Peter B. Kenen (1986), 
Azizali Mohamed (1991), Jacques J. Polak (1992), and Alexis de Tocqueville Institution 
(1992) for discussions of this subject. 


_ The causes of an imbalance may be either exogenous or endogenous to policy actions or 


external or internal in origin. Important though these distinctions are, the essential aspect is 
whether the imbalance is transitory or permanent because this is what will determine the need 
for policy adaptations. See Manuel Guitian (1981) for further elaboration. 


. While the direct effects of domestic and foreign financing fall on the level of domestic demand, 


their influence does not end there. Through their impact on interest rates they can also affect 
its composition between consumption and investment; in the particular case of foreign 
borrowing (or use of international reserves) the supply of goods and services in the economy 
—as noted in the text — will also be affected through increased imports. For a detailed discussion 
of fiscal adjustment and debt management issues, see Manuel Guitian (1989). And on external 
debt, see for example Jacob A. Frenkel, Michael P. Dooley and Peter Wickham (1989). 


. See Jacques Polak (1957), Jacques Polak and Victor Argy (1971) and Manuel Guitian (1973a) 


for illustrations of the analysis conducted within the Fund; see also William Day (1979). A 
similar approach has been followed for long in the Netherlands and this has been stressed by 
Harry G. Johnson (1972); see also Jacob A. Frenkel and Harry G. Johnson (1976). A com- 
prehensive survey of the approach to monetary policy in the Netherlands will be found in Frits 
de Jong (1973); see also M.W. Holtrop (1957 and 1972); for an illustration of different views 
on the issue, see Richard T. Selden (1975) and Manuel Guitian (1977). A simple empirical test 
of the approach will be found in Manuel Guitian (1976). 


. This presumption has been under increasing challenge as the process of deregulation in many 


countries and the global liberalization of financial markets have unsettled the regularity of 
financial relationships in country economies and possibly the relevance of domestic monetary 
variables in at least some settings, such as those in the European Monetary System (EMS). For 
discussion of this subject see International Monetary Fund (October 1992). 


. It may be pointed out that the particular problems posed by volatile capital movements are not 


likely to be solved solely by the establishment of a money supply ceiling; capital flow variability 
will impair the effectiveness of domestic monetary policy, regardless of the particular fashion 
in which it is implemented. 


. In essence, this argument can also be put in the context of the market for goods and services: 


in a closed economy, aggregate demand and supply, ex post, always coincide. While policy 
measures can be designed to influence both, the policy challenge most frequently consists of 
keeping demand in line with supply. From the perspective of domestic financing, this challenge 
calls for policy action to be geared to the control of demand. 


. A consequence of this whole process may be that in reacting to the disturbance, the exchange 


rate may have become unrealistic and thus require adjustment. In this regard, there is a 
possible issue of conflict between the exchange rate impact of unexpected foreign exchange 
inflows and the maintenance of competitiveness in the economy. In the absence of distortions, 
it would seem that the change in the real exchange rate that may take place temporarily is not 
likely to be sustained, so that a conflict need not arise in this context. 


. Of course, the future evolution of the demand for money will depend on the particular constel- 


lation of results that obtains on the balance of payments, inflation, and output fronts, but this 
will be contingent on the behavior of the economy with regard to cash balances and not on 
direct policy action by the authorities. 


This said, however, it should be added that the implementation of a given credit policy will be 
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effected typically through specific technical means, e. g., Open market operations, reserve 
requirements, rediscount facilities, etc. Actually, it can be argued that both credit and money 
are intermediate target variables to be attained by the use of instruments such as those just 
listed. But given the control of the monetary authorities over domestic credit, which exceeds 
the one they exert over money, the former exhibits more the characteristics of a policy 
instrument than the latter. For an extensive discussion of specific monetary instruments, see 
Paul Hilbers (1993). 

11. There are important issues of governance and moral hazard risks surrounding this whole 
question. I have addressed some of them in Manuel Guitidn (1992b). 

12. In this connection, the statement by Milton Friedman and Anna Schwartz (1970) that “After 
centuries of consideration, the best way to define money remains a live issue today” is as valid 
now as it was when they wrote it. For a discussion of the relationship between the definition of 
money and domestic credit, see Manuel Guitian (1973b). 

13. The presumption here is that stability in the demand for money characterizes both the level and 
the composition of cash balance holdings; the latter depends on the behavior of variables like 
the currency-deposit and the reserve-deposit ratios which reflect, inter alia, the public’s and the 
banks’ preferences; see Milton Friedman (1960). But stability in the composition of cash balances 
need not obtain, particularly in circumstances of financial uncertainty, a possibility that of course 
would complicate monetary management. 

14. It should be pointed out that in my 1973 article on the subject (Manuel Guitidn, 1973a) I cast 
the argument in terms of money, not base money; however, the assumption behind such 
argument was that the monetary authorities had the “institutional arrangements to control the 
total domestic assets of the banking system.” This said, I have acknowledged that the 
assumption was then and is now heroic. 

15. Another practical consideration is that from an operational standpoint, the conduct of 
monetary policy calls for timely data. And such data are typically available more promptly for 
central bank transactions than for those of the banking system at large. 
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Annex: Monetary policy features in selected 
IMF member countries 


1. INTRODUCTION 


The situations in countries that have adopted financial programs supported by 
arrangements with the Fund have exhibited wide differences in initial condi- 
tions (including, inter alia, their level of economic development, the degree of 
their “openness”, and the type of their exchange regime) as well as diversity in 
the sources and extent of economic disequilibria. At the end of 1992, 50 
member countries — including four states of the former Soviet Union (FSU) — 
had formal stand-by (SBA), extended facility (EFF), or (enhanced) structural 
adjustment facility (SAF/ESAF) arrangements with the Fund (Table 1). Over 
the last few years, high inflation, as well as external debt and balance of 
payments problems, have been largely contained in Latin America and Asian 
program countries, and a measure of progress has been made in stabilizing a 
number of economies of Eastern Europe. Macroeconomic management has 
increasingly focused on removing impediments to economic efficiency and on 
the appropriate mix of monetary, fiscal and incomes policies. Almost all 
African country programs, as well as those in a few low-income Latin American 
and Asian countries have undertaken comprehensive structural reforms 
conducive to economic growth. These programs have been elaborated under 
multiyear arrangements and supported by the Fund with concessional assis- 
tance. Important progress has been made in a number of these cases in 
_ removing rigidities and expanding the role of market forces in resource alloca- 
tion. FSU states have been an important area of IMF work in the last two years, 
particularly in developing the legal, regulatory, and staff capabilities as well as 
the instruments of economic management; but progress toward reform as well 
as toward the adoption of financial arrangements with the Fund has varied 
across States. 
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2. EXCHANGE AND MONETARY POLICIES IN SELECTED IMF PROGRAMS 
a) Sources of disequilibria 


Countries with Fund programs in recent years generally have experienced both 
exogenous shocks — the effects of which have been in some instances 
aggravated by an inadequate domestic policy response — and domestic policy 
slippages. Some exogenous factors have been both temporary and reversible 
(such as. adverse weather), but others (such as the collapse of previous 
economic systems and relationships, deterioration in terms of trade) have 
required significant changes in domestic policy. In many program countries, 
and in particular in (former) CMEA members, inappropriate fiscal (defined to 
include state enterprises) and incomes policies have been identified as key 
sources of imbalance, while monetary policy was seen to be accommodative, to 
varying degrees, of the resulting credit needs. In these cases, programs have 
focused on correcting the underlying fiscal problem (through discrete changes 
in tax rates, tax reform to improve the income elasticity of taxes and widen the 
tax base, removal of subsidies, budget expenditure cuts and restructuring, and 
enterprise reform and privatization) so as to contain aggregate expenditure, 
and thus avoid crowding out potentially more efficient users of domestic credit. 
In a number of (former) CMEA program countries, emphasis has also been 
given to restraining wage increases and removing labor market rigidities and 
other impediments to competition. In countries with high inflation, however, 
absorbing any existing liquidity overhang and tightening overall credit were 
seen as crucial to restoration of macroeconomic stability. Programs elaborated 
with SAF/ESAF eligible member countries have also contained policy 
benchmarks which gave substance to and set priorities on key structural 
reforms. 


b) Exchange arrangements 


Of the 50 countries with programs at end-1992, almost half maintained flexible 
exchange regimes. Most have adopted a floating or managed floating rate 
system with a unified rate determined by competitive forces in the interbank 
market or by linking an official rate to developments in a legal secondary 
market where the rate is market determined. In the latter case, the official rate 
may fluctuate within a pre-determined band or be adjusted at discrete intervals 
to maintain a desired spread relative to the secondary market rate. In some 
cases (e.g., Mexico and Uruguay), a crawling peg system has been adopted 
with a view to ensuring international competitiveness or to provide a nominal 
anchor in a high inflation setting. 


A number of countries have opted instead for a fixed exchange rate regime, 
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Table 1. Summary of recent experience of monetary policy in selected Fund programs (as of 
December 31, 1992) 
i a a a a 


Intermediate monetary target Exchange regime 
Credit Money Pegged Flexible 
Number of Central Banking Independently Other 
arrangements bank* system floating 
Africa 17 2 15 - 13 2 2 
Asia 3 a Z 2 1 2 1 2 
Europe 6 - 6 - 2 3 1 
FSU 4 3 - 1 1 3 = 
Middle 3 - 3 - 2 ~ 1 
East 
Western 15 15 ~ - 4 2 2 
Hemis- 
phere 
Total 50 PP) 26 2 24 18 8 
Source: IMF 


* Defined as the central bank or monetary authorities and, in the case of Panama, the National 
Bank. 


setting the exchange rate as a nominal anchor. This group includes mainly (but 
not only) countries which are members of common currency areas (such as the 
CFA franc and the South African rand areas), or use another country’s 
currency for domestic intermediation (typically, the U.S. dollar) and those 
with a historical relationship to an intervention currency (such as Barbados, 
Nicaragua, Nepal). The success of this strategy in containing inflation while 
maintaining balance of payments viability has depended on the flexibility of 
domestic wages and costs as well as the stability of inflation in the currency 
against which the rate was fixed. 


c) Choice of intermediate target of monetary policy and policy instruments 


Financial programs almost uniformly have adopted a credit variable as the 
intermediate target of monetary policy. The programs that targeted a more 
aggregated concept of credit (net domestic assets of the banking system or total 
credit) were generally those associated with countries (mainly in Africa but also 
some of the former CMEA members) with relatively un- or underdeveloped 
financial systems and whose central banks have a limited range of policy instru- 
ments, relying mainly on direct controls and/or relatively unsophisticated 
instruments such as reserve requirements or not fully market determined 
interest rates. Net domestic assets of the central bank has been adopted as the 
intermediate monetary target in 22 programs, including all Western Hemisphere 
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countries. The policy instruments in these countries usually, but not always, 
have included open market operations. 


d) Impediments to the transmission of monetary impulses 


The conduct of monetary policy and the specification of performance criteria in 
recent years has been complicated by the liberalization of global capital 
markets as well as of the domestic financial sector. Financial sector reform also 
has exposed underlying weaknesses in the banking system of many countries. 
Financial programming and, specifically, the implementation of monetary 
policy have had to take account of unexpected foreign capital inflows and the 
effects of weak or insolvent domestic banks (including, in some cases, the 
central bank itself) on the transmission of monetary impulses. As a result of 
these factors, the stability and predictability of monetary aggregates have been 
reduced and the link of money and credit growth with inflation and balance of 
payments outturns has been weakened. 

A significant number of countries with IMF programs (most of the Latin 
American countries as well as a few Asian and Middle East countries) have 
experienced unexpected foreign capital inflows. The underlying cause of the 
inflows, however, has not been easy to identify and, hence, it has been difficult 
to determine the extent to which they represented a sustainable increase in the 
demand for domestic currency. The recipient countries tended to be charac- 
terized by a measure of success in implementing adjustment programs, albeit 
with domestic inflation and interest rates that, nevertheless, have remained 
above those in their main trading partners. 

Many of the countries delayed taking action to sterilize the inflows, not only 
because weak economic data impeded early identification of the source of 
liquidity, but also because the impact of inflows on inflation and the external 
current account deficit was apparent only with a lag. The resulting appreciation 
of the currency was perceived to be eroding past, hard won, gains in interna- 
tional competitiveness. The initial response of most countries was to tighten 
monetary policy by increasing statutory reserve requirements and/or through 
open market operations combined with intervention in the foreign exchange 
market. However, foreign exchange intervention in some cases added to the 
losses of the central bank while open market operations resulted in higher 
domestic interest rates (with consequent costs in fiscal terms) which in addition 
provided further incentives for the continuation of such inflows. Increasingly, 
the focus has shifted to the role of fiscal policy, with tightened budgets seen as 
consistent with achieving a targeted level of aggregate expenditure, while 
leaving greater room for private consumption and investment. A few countries 
did not adjust policy significantly, perceiving the inflows as a way of mobilizing 
private foreign savings (which had largely dissipated following the debt crisis of 
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the early 1980s) thereby easing the burden of domestic adjustment, or as the 
repatriation of domestic flight capital and, hence, reflecting an increase in 
money demand. A number of programs have included trade liberalization and 
removal of labor market rigidities as important structural reforms aimed at 
enhancing wage and cost flexibility to offset the pressure on domestic competi- 
tiveness stemming from currency appreciation. 

Central bank losses generally have reflected quasi-fiscal operations but also, 
in some cases, foreign exchange intervention. Such losses are a source of 
liquidity creation and they constrain monetary policy options. In program 
countries where the central bank losses are large, the burden of domestic 
liquidity control has had to be shifted to fiscal policy. 

While financial sector structural reforms have emphasized enhancing the 
efficiency of intermediation as a basis for expanding supply potential, reforms 
have also exposed or exacerbated an underlying weakness in the banking 
system. Maintenance of positive real interest rates has been considered 
essential for the mobilization of savings and the efficient use of scarce financial 
resources and has generally been adopted as an early policy objective. Sharply 
higher interest rates (often compounded by reforms in other areas such as 
removal of subsidies and transfers to enterprises) have contributed to an 
increase in nonperforming loans of banks. Financial sector liberalization, often 
combined with weak prudential oversight by central banks, also contributed in 
some cases to increased risk-taking by banks, including through greater con- 
centration of sector or customer group lending and/or undertaking operations 
in foreign exchange that were not adequately hedged. 


3. EXPERIENCE WITH FSU STATES 


The pace of, and commitment to, reform has varied across FSU states. Consis- 
tent with the differential pace of reform, the states were also at diverse stages 
in the adoption of stabilization programs that could be supported by Fund 
arrangements, and at the end of 1992 programs were in place with the three 
Baltic republics and Russia. When advising on macroeconomic policy, within 
or outside the framework of a formal program, the Fund has emphasized con- 
sistently the need to establish the prior conditions necessary for economic 
stabilization. 

In order to determine the appropriate mix of fiscal, monetary and incomes 
policies, the main sources of economic disequilibria had to be identified. Gen- 
erally, these could be divided into five broad categories: 1) systemic collapse of 
economic interrelations within the country, between republics and with other 
former CMEA trading partners; 2) terms of trade shock; 3) fiscal imbalances 
and, in particular, soft budget constraints of state enterprises accommodated by 
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monetary policies; 4) consequent expansionary monetary policies» made 
evident by the persistence of negative real rates of interest, and 5) incomes 
policies geared, to varying degrees among republics, to maintaining consump- 
tion. 

With respect to exchange regimes, 9 of the 14 non-Russian FSU states 
remained in the ruble zone at the end of 1992. Of those with national currencies 
(including Russia), 4 republics have adopted a floating rate system with only 
Estonia pegging its currency. However, anumber of states have indicated their 
intention to introduce their own currency during 1993. Moreover, interference 
with inter-state payment and settlements has accelerated the move to national 
currencies and 2 states (Belarus and Moldova) introduced “coupons” in 
parallel with the use of rubles. 

With respect to monetary policy, a significant tightening of credit was 
considered an essential precondition to harden state enterprise budget con- 
straints and to contain inflation. Restraining liquidity was a cornerstone of the 
first Russian program while the initial agreement that most states would remain 
within the ruble zone constrained the independence of their monetary policy. 
However, difficulties with payments and clearing systems, the creation of ruble 
deposits by the various central banks, the introduction of parallel near money 
instruments in some states, and the accommodative policy followed by the 
Russian central bank during 1992 undermined the potential stabilizing effect of 
a common currency area. Some states opted relatively early for the introduc- 
tion of a national currency but progress in reducing inflation has been closely 
linked to the extent to this was supported by tight domestic policy. (Ukraine 
being the extreme case of an accommodative credit policy while the other end 
of the spectrum was represented by Estonia, which opted for a currency board 
and a corresponding fixed exchange rate regime). 

The main intermediate monetary policy variable has generally been credit of 
the central bank since this was the variable that the authorities were best able 
to influence. However, not all states can be characterized as having an active 
monetary policy in 1992, since, especially for those where reforms are at an 
early stage, credit needs were largely accommodated. The conduct of monetary 
policy in some Baltic republics was complicated in 1992 by unanticipated 
capital inflows. Generally, this inflow was considered to represent “a flight 
from rubles,” rather than an increased preference for holding local currency 
and, hence, it could turn out to be potentially destabilizing should conditions 
abroad change. Monetary policy has been implemented mainly through direct 
instruments (mainly bank-by-bank credit limits and/or directed credits from the 
central bank) with those states that have moved more rapidly to formulating a 
stabilization program also undertaking the shift to allocation of central bank 
credit on a market-determined basis. However, with the exception of Estonia 
and Latvia, market determination of interest rates has had little operative 
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significance in an environment of easy access to central bank funding and where 
key borrowers — mainly state enterprises with monopoly positions — have not 
been price sensitive. In the event, real interest rates remained negative and the 
central banks have found it difficult to withdraw from indirect commercial 
lending activities. 

The Fund has actively been engaged in — together with cooperating 
industrial countries and other multilateral agencies — technical assistance 
programs to develop the institutions, data bases and human resources 
necessary for. market-based economic policy management. In the banking 
area, priority has been given to establishing the legal and regulatory 
framework; introduction of new central bank accounts to aid economic analysis 
and prudential oversight; introduction of a modern clearing and payments 
system; public debt and monetary management; foreign exchange operations; 
and central bank organization and staff training. The pace of absorption and 
implementation of the technical assistance provided thus far has varied widely 
across republics, depending on the commitment to economic transformation 
and, toa lesser extent, on the capabilities and continuity of local counterparts. 
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Comment on Andrew D. Crockett: Rules versus 
Discretion in Monetary Policy 


JACQUES J. SISBEN 
Tilburg University 


Mr. Chairman, I was very pleased to accept the kind invitation of the organising 
committee of this international conference, to put some remarks to Andrew 
Crockett’s stimulating and interesting paper “Rules versus discretion in 
monetary policy”. I find myself in broad agreement with most of what Mr. 
Crockett puts forward about the lessons we have learned from the past, but I 
have some questions with his main conclusions and the proposal of an eclectic 
approach in the rules versus discretion trade-off. 

At present monetary policy operates in a quite different financial and 
economic environment than it did in the sixties and seventies. In the last decade 
the financial world changed drastically. Driven by financial deregulation, inter- 
nationalisation and information technology, financial market innovations have 
eroded the distinction among monetary assets, weakened the stability of the 
money demand function and changed the monetary transmission mechanism. 
Moreover the globalisation of markets has increased the international effects of 
domestic policy through trade accounts and the exchange rates. 

In this new international financial setting the question comes about how to 
conduct monetary policy, revitalizing the classical debate between a pre- 
announcement of rules versus discretion in monetary policy. Like Mr. Crockett 
describes in the first part of his paper, I think it is a good idea first of all to 
discuss the lessons that can be drawn from the experiences of preceding 
decades, that have led central bankers to believe that monetary policy should 

take a longer-term perspective and that their primary goal should be price 
stability. However, this central policy objective implies that we have to guard 
against overburdening monetary policy. 

During the sixties the policy view that dominated was aiming both at the 
achievement of a reasonable outcome for the level of output, employment and 
the rate of inflation and at the stabilization of real economic activity. At that 
time macroeconomic stabilization policy was based on discretionary demand- 
management by fiscal and monetary policies, making use of the Phillipscurve 
trade-off mechanism. However, those who believed in a long-run trade-off 
between unemployment and the rate of inflation were disappointed because it 
appeared that there were no benefits to allowing the inflation rate to ratchet 
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upwards, Moreover, inflationary expectations and the disappearance of fiscal 
and money illusion had frustrated any attempt to use fiscal and monetary policy 
instruments to “fine tune” the real economy in a traditional anti-cyclical way. 
Since the first oil crisis in the early seventies, unemployment had increased sub- 
stantially, without slowing down the inflationary process. Then inflation 
became the predominant problem and a growing number of western countries 
have adopted the practice of setting growth targets for the monetary aggre- 
gates. In this way policymakers made clear in advance the stance of monetary 
policy, giving a signal to the firms and trade-unions that inflationary expecta- 
tions should be based on predetermined and credible future rates of monetary 
growth. As I already mentioned Mr. Crockett also puts forward that in the 
postwar period there was a shift from discretionary policies in the sixties to rule- 
based policy regimes in the seventies. However, on pages 165 and 166 he 
remarks that owing to the changed financial environment by the late eighties 
the pendulum began to swing away from rule-based policy regimes to the intro- 
duction of discretionary elements into the policy making process. 

In the first part of the paper Mr. Crockett is dealing with some important ter- 
minological issues like objectives, targets, instruments and indicators, which 
provide information both about the impact of policy and the course of the trans- 
mission process. I agree with him that there is nothing to be gained in having a 
higher long-run rate of inflation because a greater variability and uncertainty in 
the inflation will reduce the level and diminish the efficiency of investment, thus 
impairing growth and employment in the long run. 

In this context I will stress that not only financial innovation processes have 
affected the conduct of monetary policy, but that there is also a causality in the 
opposite direction. This means that monetary policy actions in the recent past 
have been an inducement to the kinds of innovation processes we have 
observed. Highly inflationary monetary policies in the past with the concomit- 
ant high nominal interest rates have given incentives to certain types of innova- 
tions, weakening the effectiveness of monetary policy. Therefore, the central 
goal of monetary policy must involve an elimination or reduction of the uncer- 
tainty of the public with regard to the future price level, resulting in sound and 
more stable monetary relations in the long run. 

His remark with regard to the meaning of the smooth adjustment to price 
disturbances in the short run for real effects is in my view crucially dependent 
on the degree of policy credibility. The higher the credibility and reputation of 
the central bank with regard to maintaining monetary stability, the lower the 
sacrifice ratio and the more rapid the return to the trend rate of price increase 
with smaller output effects, and vice versa. 

I can agree with his argument that wide fluctuations in interest rates are a 
demonstration of the central bank to bring home the need to tackle the root 
cause of inflation (p. 168). The sharp increase of short term interest rates 
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organised by the Bundesbank in the last few years, with a downward-sloping 
yield curve, was a clear signal of the authorities to financial markets to give no 
room for a rekindling of inflationary expectations, so maintaining their credi- 
bility and reputation with regard to an anti-inflation policy. 

On the pages 170-171 Mr. Crockett presents two arguments for allowing the 
monetary authorities judgmental discretion in the formulation and implemen- 
tation of economic policy in an uncertain world. When there is a rise in the price 
of imports, like the oil crisis in the early seventies, or an inflationary shock like 
that following the unification in Germany at the end of the eighties, sticking to 
the monetary target, so to a rule-based policy regime, undoubtedly will result 
in a downturn in economic activity. But in my opinion the social costs of this dis- 
inflationary policy in terms of a loss in production and employment will be 
lower the higher the credibility of policy-makers, which will be reflected in a 
moderation of wage demands. The Bundesbank had built up so much 
reputation that there was no need “to bite the bullet”, by creating a negative 
inflation shock. 

I can agree with his third argument in favouring some discretionary 
elements, where he points out that because of regulatory changes and the 
development of new financial instruments the velocity of circulation of money 
can shift in a relatively unpredictable way, giving rise to a weakening of the 
stability of the money demand function. However, as I said before, unpredict- 
able shifts in the velocity of circulation can be originated from allowing erratical 
fluctuations in inflation and interest rates and can be prevented or diminished 
by monetary stability and stable rules of the game, so by reducing monetary 
uncertainties. 

I fully agree with his arguments in favour of rules in monetary policy, based 
on Friedman’s view on the costs of avoiding great errors of policy and on the 
game-theoretic approach in monetary policy according to the Kydland- 
Prescott and Barro-Gordon analysis. These authors put forward that monetary 
policy characterized by cheating the public is not time-consistent, results in an 
“inflationary bias” and will deteriorate policy-makers’ credibility and increase 
. the uncertainty in the economy. 

I don’t understand on page 172 why the arguments in favour of rules are 
based more on the quality of discretionary actions than on discretion itself. I 
hold the view that in the asymmetric informational environment between 
policy-makers and economic agents it is very important for economic agents in 
forming their inflationary expectations to be able to distinguish as soon as 
possible between “hard” and “weak” policy-makers, according to the Backus- 
Driffill analysis about the macroeconomic outcomes of repeated games. I think 
that this identification process by the public is more relevant for policy-making 
than, as proposed by Mr. Crockett, the distinction made by the authorities 
between “good” and “bad” policy responses. 
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This means that the asymmetric information has to be eliminated, so giving 
the public sufficient information to get to know the true identity of the policy- 
maker’s preferences. When the policy-maker had built up the reputation to be 
a strong-one, giving no room for discretionary actions, reputational forces of 
enforcement and temptation will be working and the public can form its 
inflationary expectations in a more easy way. 

Summarizing, I am not in favour of Mr. Crockett’s proposal for a new 
framework for monetary policy characterized by a balance between rules and 
discretion, so downgrading the use of monetary targets. He demonstrates his 
proposal by the current UK approach of a publicly announced target for 
inflation. Although it implies a rule-based regime for the attainment of price 
stability as the ultimate objective of policy and stresses the meaning of time 
consistency, there are too much discretionary elements in the implementation 
of policy, giving rise to unpredictability of policy behaviour to participants on 
financial markets. In my view, allowing too much room in setting monetary 
instruments, given the complex and shifting nature of the transmission 
mechanism, may easily impair the transparency and credibility of policy and 
may result in uncertainty among economic agents as to the course of future 
policy behaviour. In this context I will refer to Dr. Duisenberg’s view, put 
forward recently at the Bocconi University in Milan, that in these cir- 
cumstances, especially when the central bank is not independent, policy may 
easily tend to assume an ad hoc nature and may increase the risk that other con- 
siderations than the achievement of price stability may come to dominate. In 
this way time-inconsistent behaviour may be creep in gradually again, 
deteriorating the credibility and reputation of the central bank. 

I hold the view that next to the option of an exchange rate target, with its dis- 
ciplinary benefits and credibility effects, within the context of an exchange rate 
arrangement, an other potential monetary policy strategy exists by using a 
medium-term oriented target zone for a broadly defined monetary aggregate as 
the intermediate policy target variable. The basic monetary philosophy of a 
central bank should be that an excessive money supply will sooner or later lead 
to inflation, to the debasement of money. 

A stable and preannounced target zone for such a monetary aggregate 
would help to prevent inflation and prevent inflationary expectations from 
being mistaken, restoring the information content of money and prices, and 
would make the monetary authorities more predictable. Moreover, such a 
guideline can have benefits precisely because it restricts future policy choices 
and will give the market participants a monetary framework in advance, setting 
some psychological data for the wage and price policy of the trade unions and 
the firms. However, to be successful and to avoid an overburdening of monetary 
policy, such a policy must be adequately supported by two other areas, namely 
wage and price policy and fiscal policy. In my view this policy can be achieved 
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at best by a central bank as an independent body, with a statute which clearly 
States its task of maintaining the value of money, strengthening policy credibil- 
ity. 

Finally, such a framework can contribute also to a more stable financial and 
economic environment with less volatility in inflation and interest rates, 
resulting in a reduction of financial innovation processes and the associated 
unpredictable shifts in the velocity of circulation of money. 
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Comment on Manuel Guitidn: The Role of Monetary 
Policy in IMF Programs 


HENK JAGER 


University of Amsterdam 


Guitian’s paper is an instructive analysis on the well-known theme of the 
implementation of monetary policy in IMF programs. It summarizes a decade- 
long tradition of theorizing concerning the choice of an instrument for both the 
implementation of monetary policy and the measurement of the monetary 
policy stance in a program country. With this goal in mind, the author exten- 
sively compares the nature of domestic credit expansion and money supply as 
performance criteria. His standpoint is that, in general, the former is prefera- 
ble. In section 3 Guitian promises a re-examination of the issues involved in the 
light of significant changes in the framework within which monetary policy 
must be conducted. New challenges have arisen from domestic financial dere- 
gulation and the internationalization of financial markets, which have been 
fostered by international financial liberalization. Domestic deregulation has 
increased the degree of substitutability between banking liabilities and those of 
other financial intermediaries. Due to the internationalization of financial 
markets there is an increased substitutability of currencies. Nevertheless, the 
author concludes that these new challenges which now confront monetary 
policy-makers do not really affect the conventional arguments; they only add to 
the complexities of actual policy implementation. This position seems to have 
been built on an early statement (in section 2) that, if anything, the presence of 
capital flows strengthens the link between domestic credit, the balance of 
payments, and the international reserve position of the economy. 

Guitiaén provides a comprehensive overview of arguments in favour of 
domestic credit and the broader money aggregate as performance criteria. In 
this respect I have nothing to add. In my opinion, however, the author’s view 
that the new challenges of the financial liberalization do not really matter can 
be criticized. I will explain why this inference is far too sweeping. 

Economic policy instruments or intermediate variables are appropriate as 
performance criteria, only when they satisfy two requirements. First, it must be 
possible to hold the policy-makers accountable for the value of the variable. 
Therefore, the variable must be controllable to a large extent. Domestic credit 
creation rather than money supply fulfills this condition. Second, when the 
policy-makers let the instrument or intermediate variable change, it must be 
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possible at least to partly predict what the effect is on the ultimate economic 
goals!. Shortening the causal chain between the variable in question and the 
ultimate economic goals will, of course, contribute to this predictability: a 
possible instability of the relationship between domestic credit creation and the 
monetary aggregates, i.e. an instability in the multipliers, is circumvented. In 
this respect allocating a target value to the money supply is a more certain way 
to realize money market equilibrium and, in line with that, the desired rate of 
inflation and balance of payments than by fixing the value of the domestic credit 
variable. Guitidn believes that this drawback of the domestic credit variable is 
insignificant, by arguing that the balance of payments imbalance — through 
changes in the monetary reserve component of the money supply — will close 
the gap between domestic credit and the money demand. In his reasoning, he 
in fact uses — implicitly — an exogenous price level. This assumption is standard 
in the monetary approach of the balance of payments and, later on, of the 
exchange rate. However, this unrealistic assumption can considerably distort 
the model outcome relative to practice, for example in the event of high capital 
mobility. Guitidn is aware of this eventuality, but does not connect it with the 
process of financial liberalization — which he aimed to investigate. When sub- 
stantial capital inflow occurs, however, the weakness of domestic credit 
creation as a performance indicator becomes apparent. This will be illustrated 
as follows. 

It is to be expected that the start of an IMF program raises the credibility of 
the country’s adjustment policy. This in turn stimulates capital inflow: particu- 
larly the flight capital flows will be encouraged to return. As Guitian shows in 
the Annex, this is not only an assumption as a significant number of countries 
with IMF programs have actually experienced unexpected large capital inflows. 
Under fixed exchange rates this will substantially increase money supply, 
amplified still more by the working of the multiplier. This will lower the 
nominal interest rate, particularly if the capital inflow does not reflect a growth 
in the demand for money. When the inflation expectations show a downward 
rigidity — as seems to be usual in the labour and goods markets — the real interest 
rate will decline. As a consequence, expenditures will increase and inflation 
will go up. Through the lower interest rate and higher price level, money 
demand is thus adapted to the higher money supply. The country will then fail 
to realize its inflation target, although domestic credit remains constant. The 
use of the money supply as a performance indicator would have signalled this 
undesired development. 

This is a realistic example, which demonstrates the substantial impact of 
capital liberalization on the outcome of the choice between domestic credit and 
money supply as performance indicators and criteria. Up to this point there is 
no difference of opinion with Guitian. In section 3.2 he also postulates that 
situations where a reduction in the rate of inflation is critical and there is 
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significant uncertainty concerning the magnitude of the net capital inflows are 
circumstances which call for direct control over the rate of money expansion, 
rather that domestic credit creation. However, it is quite surprising that 
Guitian does not continue this line of reasoning in the direction of the new 
challenges of financial liberalization. The process of internationalization of 
financial markets will boost both the average size of and the uncertainty about 
international capital flows and thus positively affect the relevance of money 
supply, relative to domestic credit creation, as a performance criterion. This 
result contrasts essentially with Guitian’s viewpoint that the new challenges of 
financial liberalization and internationalization do not really affect the conven- 
tional arguments in this respect and that they, apparently, do not induce a shift 
in the choice of a monetary performance criterion. 

As Guitian argues, within the framework of economic adjustment programs 
the Fund focuses on monetary policy in its broadest interpretation, encompas- 
sing exchange rate management. If in the adjustment process in the case 
discussed above, the exchange rate is allowed to float freely, the return of flight 
capital will induce a currency appreciation. Due to lower import prices, the 
country’s inflation will not increase, but decrease. This is certainly an attractive 
outcome’. Hence, a mixture of the two policies discussed is well worth consid- 
ering: asomewhat higher money supply and a moderate currency appreciation. 
It would restrict the worsening of competitiveness that results from the appreci- 
ation. So it would appear that the internationalization of financial markets not 
only affects the choice between domestic credit creation and money supply as 
performance criteria, but also the kind of exchange rate management. Again, 
Guitian seems to support the policy mix described but does not make the final 
logical step by taking account of the effects of the financial liberalization on the 
choice of performance criteria. The same holds for several instabilities which 
have come in the wake of financial deregulation and the globalization of 
financial markets, as well as the concomitant additional financial uncertainty, 
viz. inthe demand for money, the composition of cash balances, and the money 
multipliers. Guitian does mention them, but neglects to spell out the clear con- 

- sequences for the position of performance indicators. 

This leads to my concluding suggestion. The challenges of financial deregu- 
lation and international financial integration are attended by a large increase of 
uncertainty. The example suggests that additional flexibility in the IMF policy 
stance could be constructive®. The time is now ripe to consider applying IMF 
rules in a somewhat looser way and adapting them more rapidly in the light of 

all the available information’. Then, Guitidn’s problem of whether to use either 
domestic credit creation or money supply is no longer topical. Instead, it is more 
sensible to regard the use of credit creation and money supply as mutually interde- 
pendent performance indicators. In short, this represents a shift from rules to a 
situation of rules with some scope for discretion with respect to the purely 
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monetary variables. For the countries which apply IMF programs this does 
create the drawback of additional uncertainty about the IMF payments of 
future credit instalments: the relevance of fulfilling the money supply criteria 
declines. However, this additional uncertainty can be (partly) offset if the IMF 
intensifies the monitoring of these countries. This would greatly facilitate its 
ability to spot undesired policy developments in good time. 


NOTES 


1. Insection 3.3 Guitidn presents a somewhat extreme description of a policy instrument. A given 
money demand may be consistent with different balances of payments, prices and output 
incomes if the money supply is given. According to Guitian, this disqualifies money supply as 
an instrument. In fact, Guitidn is in pursuit of the ideal, but non-existent, world for economists, 
where a single instrument is able to achieve the complete realization of many economic goals. 

2. Here one escapes from the so-called Walters critique with regard to a country that joins the 
EMS while having a relatively high rate of inflation. In that case also the gain of credibility, 
generated by the start of the EMS membership, attracts foreign capital and thus boosts money 
growth. In the EMS, however, exchange rate changes are almost precluded. 

3. That the IMF has indeed shown flexibility in the past in carrying out the policy of conditionality 
is made clear in, particularly, the lucid survey by J. J. Polak (1991). The changing nature of 
IMF conditionality, Essays in International Finance, no. 184, Princeton. 

4. Polak, op.cit. (p. 35) shows that in an IMF program which started in 1989 a similar additional 
flexibility was already incorporated. 


SESSION V: MONETARY POLICY AND 
EXCHANGE RATES 


Italy’s Experience within and without the European 
Monetary System: A Preliminary Appraisal* 


MARCELLO DE CECCO' AND FRANCESCO GIAVAZZI’ 
z "University of Rome “La Sapienza” 
Bocconi University and Ministry of the Treasury, Italy 


Like most citizens of large countries, Italians tend to seek at home the explana- 
tion for things that go wrong with their economy. This may be slightly presump- 
tuous on their part. Italy has experienced, since its inception as a united 
country, in 1860, several serious balance of payments crises. Each of them 
coincided with serious instability in the international financial system. This was 
true in 1866, 1893, 1907, 1926, and after the second world war, in 1947, 1964, 
1976, 1992. 

It is thus fair to say that an international financial crisis seems to be a neces- 
sary, if not a sufficient, condition for an Italian balance of payments crisis. 
What is more worrysome is that in spite of its tremendous growth record since 
unification, Italy seems to have remained at the mercy of what happens on the 
international financial markets, incapable to fend off the pushes towards dis- 
equilibrium it receives from them. 

This conclusion, far from being negated, is reinforced by a study of the 
Italian experience as amember of the EMS. Almost fifteen years of partnership 
in an exchange rate mechanism which seemed to be based on monetary stability 
do not appear to have had as their result Italy’s siding with the “strong 
currency” countries when crisis broke out in the international financial 
markets. On the contrary, the international financial turmoil of 1992 seems to 
have once again unchained a balance of payments crisis so serious to induce a 
heavy Lira devaluation which had all the features of an involuntary event, one 
- which the Italian authorities had to bear with, in spite of all their intentions to 
the contrary. 

A cursory look at the most serious Italian balance of payments crises will 
reveal that only in two instances did the Italian authorities manage to come out 
of crisis without massive devaluation or, in earlier times, without suspending 
Lira convertibility. In 1926, Mussolini adopted a policy of revaluation based on 
a strict authoritarian incomes and price policy and forced public debt conversion, 
which allowed him to restore full convertibility for a few years. This episode bears 
a peculiar resemblance to the similar policies adopted by the military Junta in 
Argentina in 1976. The other case in which a serious balance of payments crisis 
was brought to an end without recourse to devaluation is 1963-64. The crisis 


* Opinions expressed in this paper must be considered to be the authors’ personal ones, and can 
in no way be attributed to the institutions to which they belong. 
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came as a crowning of five years of very fast growth which resulted from Italy’s 
founding membership of the EEC. The Italian economy was abruptly exposed 
to the advantages of a large market for its industrial products, which were 
manufactured at labour costs much lower than those current in Germany or 
France. Italian industry, in order to exploit the newly found demand oppor- 
tunities bid up the price of labour so energetically that the relative position of 
workers on the Italian social and political scene became suddenly much more 
powerful. At the same time, higher wages prompted a shift from the coun- 
tryside and an increase in demand for food and other products which induced 
a trade imbalance, rendered more serious by a swift increase in investment 
goods imports. To make things worse, the political crisis engendered by the 
workers’ parties’ request of a place in the government induced a capital fight 
which was reinforced by the overvaluation of the Lira, and by the expectation 
that it would be redressed by a devaluation. 

Italy being a member of the Bretton Woods system, devaluation was not out 
of the question. But, in view of serious dollar weakness and a very perturbed 
Eurodollar market, the U.S. government would not hear of it either for the 
Lira or Sterling, which had come under pressure soon after the Lira, as a result 
of the Labour Party’s return to power after almost fifteen years. The Italian 
authorities were thus forced to adopt a very strict credit squeeze, accompanied 
by a savage cut in government expenditure. Domestic demand fell abruptly as 
a result, and Italian producers were pushed on the international market, in 
order to maintain cash flow on their greatly enlarged plant capacity. The fall in 
domestic demand thus heavily deflated total imports, while an export boom 
was swiftly engineered on a buoyant foreign market. The credit squeeze also 
compelled entrepreneurs to repatriate the funds they had invested on interna- 
tional financial markets. 

It would be fascinating to write a comparative analysis of Italian balance of 
payments crises, of the factors responsible for their outbreak and of the policies 
adopted to bring Italian international accounts back to balance. This is 
however an exceedingly heavy agenda, which we have to postpone. In the 
pages that follow, we intend to confine our attention to the last two decades 
only, the 1970s and 1980s. They both recorded, if we extend the 1980s to 1992, 
a first class Italian balance of payments crisis, which culminated in a massive 
Lira devaluation. 

The 1970s, however, saw economic authorities the world over having to 
adjust to two massive external shocks: the floating of the US Dollar and later 
the giant rise in oil prices. The 1980s started with another oil shock, witnessed 
the steep rise in interest rates, the wild gyrations of the US Dollar, and ended 
with German re-unification and the dissolution of the USSR. The purpose of 
this paper is to analyse how the Italian authorities reacted to these shocks, 
which severely affected the Italian economy. 
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At first glance, Italian economic policies in the two decades would appear 
very different. This difference we will try to spell out in some detail. But we 
must still consider that at the end of two very different economic policy 
episodes there were massive Lira devaluations, in 1976 and in 1992, both forced 
on the Italian authorities by exhaustion of international reserves. 

One last preliminary remark: before the 1980s, all Italian domestic and 
external crises show a common pattern. A growth cycle is started by some 
external event, which for the Italian economy translates into a rise in the 
demand for Italian products. Exports, imports and fixed investment all tend to 
rise coincidentally. Enlargement of industrial capacity thus seems to be 
undertaken by Italian entrepreneurs always responding to a marked increase in 
foreign demand. It shows great elasticity of response, but very little ability to 
plan ahead of events. It indicates a permanent attitude to sail close to the wind. 
It also indicates a structure of production which can be added or removed at 
short notice, implying a minimum of sunk costs. 

Faced with this behaviour on the part of Italian entrepreneurs, the Italian 
authorities, who can be said to consider an increase of Italy’s share of world 
industrial production as a favourable event to be fostered at all costs, have 
waited before imposing demand-deflating measures until they have been sure 
the investment cycle had run its whole course. They have accommodated the 
-rise in fixed investment as long as it was manageable to do so, consciously 
running the risk of fostering inflation. They have curbed demand only when the 
external accounts became. too seriously imbalanced, because Italian exports 
became uncompetitive and when the composition of imports showed too 
marked a rise in the share of raw materials (indicating speculative build-ups) or 
consumer goods (indicating serious loss of competitiveness on the part of Italy’s 
key industries). 

With the exception of 1964, Italian authorities tended, as we have already 
said, to accompany the curb in domestic demand with a large devaluation of the 
Lira. This would maintain total demand for Italian products, reducing the 
impact on domestic employment, and on domestic producers’ profits. 

A swift redress of the Italian trade balance would follow. 

The Italian authorities could rely on a sequence of policy measures like the 
one just mentioned because of the composition of Italian foreign trade. Italian 
exports are traditionally highly price elastic, consisting mainly of manufactured 
goods which are produced by many other countries. Italian imports consist of 
investment goods, and raw materials, which are directly affected by credit 
restrictions, and of consumer goods, which are affected by credit restrictions 
and by devaluation making national substitutes preferable. Domestic credit 
conditions also affect capital flight making Italian interest rates more alluring to 
domestic capital and at the same time compelling entrepreneurs to call back 
excess funds they placed abroad, which they now need to replace domestic 
bank loans curtailed by the restrictive credit policy enforced by the authorities. 
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1. DEVALUATION AND ADJUSTMENT IN THE 1970S 


For the Italian economy, as well as for most other developed countries’ 
economies, the 1970s were a decade of inflation. Taking 1985 as 100, the GNP 
price deflator rose from 12,8 in 1971 to 51,3 in 1980. Inflation did not really 
abate until 1985, but, compared to both the 1960s and the 1980s, the 1970s do 
stand out as the age of inflation. Compared to other European countries, Italy 
was affected by inflation with a certain delay. It was not really until well into 
1972 that prices begun their race upward. 

As befits a decade when price expectations were constantly high, fixed 
investment and inventories also showed high values. Total gross investment 
never fell much below 20% of GDP (its average value for the whole decade), 
while in the 1980s, and especially in the latter part of that decade, it fell as low 
as 16% of GDP, and averaged about 18%. Inventories also remained high for 
the whole 1970s, while they slumped to very low values in the 1980s. 

Were it not for a dip to —2.5% in 1975, GDP growth was consistently high in 
the 1970s. Looking at real GDP growth rates, the first oil crisis cannot be 
detected. Nominal growth rates, on the other hand, tell a completely different 
story, which gives away the Italian authorities’ policy choice in the 1970s. Faced 
with turmoil in the world economy of a level and kind unprecedented since the 
interwar years, the Italian authorities, who had to confront a very difficult 
sociopolitical context in their own country, decided that full employment had 
to be maintained at all costs to minimize social strife. Accordingly, they 
fostered growth and took the consequences on the balance of payments in their 
stride, benefitting from the newly inaugurated era of floating exchange rates. 
They used the exchange rate to maximize employment, as competitiveness 
gains could not be expected from rationalization of labour inputs, which the 
social context rendered unfeasible. 

This policy stance, which the authorities maintained until the end of the 
decade, was based on what in the 1930s used to be called “elasticity optimism”. 
Italian exporters showed for the whole period that the authorities’ confidence 
in their abilities was well placed. From 13% of GDP in 1970, exports rose 
constantly in the decade, ending it at 18% (in nominal terms). Direction of 
Italian trade was able to move towards the markets which expressed the highest 
demand levels, and those which paid in high-valued currencies. 

Such swiftness of foot, however, required a profound transformation of 
Italian industrial organization. The seventies were in fact the decade in the 
course of which Italian industry was completely transformed, small scale firms 
became much more dominant than they used to be, extensive sub-contracting 
became the order of the day for most large scale producers, and Italian foreign 
trade started being dominated by exports of light industrial products, while 
mass produced goods retreated, never to regain their prominence again. 
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Italian industry had always lived somewhat hand to mouth, never really 
engaging in large research and development (R&D) efforts, never organising 
foreign distribution of its products on a permanent basis, which would require 
large sunk costs, inconsistent with rapidly changing markets. In the 1970s, 
these features were enhanced to an almost caricatural degree, as small and 
medium sized firms entered the export market en masse. While other 
European countries enhanced their relative specialization in mass production 
goods, like motor cars, and in R&D intensive goods, Italy concentrated its 
forces on exports which were price elastic and organised production so as to be 
able to adjust to oscillating demand by readjusting output and by spreading 
profit losses on as many people as possible. This was accomplished while the 
better organised part of Italian industry was subjected to an increasing dose of 
labour rigidity, rapidly rising labour costs, and historically high labour unrest. 

In view of the micro-economic situation, which was rapidly deteriorating for 
Italian large scale industry, with the continuous help of government measures 
which sought to purchase social peace at no matter what price, and even with 
the employers’ federation agreeing to grant total indexation of wages, macro- 
economic policy measures tried to change distribution in the opposite direction 
to that indicated by micro-economic policies and events. This explains the 
inflation-accommodating policies which were adopted. 

It is clear that, in spite of the favourable output growth rates we have 
mentioned at the start, the 1970s was a decade of survival in extremely troubled 
socio-political, as well as economic conditions. The Italian authorities as well 
as large scale industry obviously postponed long term readjustment, using 
inflation and devaluation as dilatory measures. 

These were rough methods, and negative results could not be avoided. Huge 
external deficits, for instance, were recorded. Maintaining output and 
employment implied recourse to international organisations such as the IMF 
and the EEC, and to bilateral help like the swap arrangement with the Federal 
Reserve and a swap of gold against currency with the Bundesbank. There were 
also currency crises. At the beginning of 1976 the foreign exchange market had 
- to be closed for over a month, on the occasion of a world-wide financial crisis 
which ended up with the Lira being masssively devalued. 

It would be unfair to forget that in the years immediately following devalua- 
tion, and probably because of the shock which the sudden and large loss of 
international value of the Italian currency caused to the whole Italian 
population (which had hitherto been accustomed to the idea that a dollar was 
worth 625 lira, as indeed had been the case since 1947), social peace was 
obtained by a temporary grand alliance between government and opposition. 
The opposition restrained the unions and the latter agreed to de-index at least 
severance pay, and, which was much more important, to allow the government 
to maintain nominal income tax brackets and highly progressive tax rates in a 
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context of rapid inflation. Thus tax revenues jumped, and this allowed the 
authorities to grant employers subsidies consisting in a sizable cut in employers’ 
social security contributions. 

As a result, in spite of indexation, private consumption fell from an average 
of 52% of GDP in the years 1970-75, to one of 50% in the following five years. 
At the same time profits recovered, in the second half of the 1970s, to the level 
they had been at before the oil crisis. In those same years, the opposite 
occurred in the other large European countries. After a short recovery, the 
share of profits in value added declined again. 

The positive results we have mentioned on production, employment and the 
balance of payments were obtained in Italy not only by a social truce but also 
by declaring a state of economic emergency, which lasted well until the second 
half of the 1980s and whose more remarkable measure was the passing of a law 
which made capital exports a criminal offense. Strict capital controls stemmed 
the flight from the Lira and allowed the authorities to keep domestic interest 
rates a good 350 basis points lower than those on the Eurolira. Capital controls, 
however, stifled for more than a decade most international activities of the 
Italian financial sector. They contributed to insulate Italian banks from foreign 
competition, making them much less efficient than they could have been if they 
had continued to be able to participate freely in international transactions. 
While thousands of Italian firms appeared as exporters and importers of com- 
modities, and Italy kept and even increased its large share of world visible 
trade, Italian financial firms were shut off from invisible trade. This very 
awkward imbalance was to be kept even when the state of emergency ceased. 


2. ADJUSTMENT AND DEVALUATION 1980-1992 


With the kidnapping and subsequent killing of Aldo Moro by the Red 
Brigades, in the spring of 1978, the grand alliance between government and 
opposition, which Moro had fostered, against domestic and external dissent, 
came gradually unstuck in the course of the same year. With it went the social 
peace the opposition had extracted from the reluctant unions. In the new 
atmosphere of open social confrontation, with mounting political strife, the 
Italian economic authorities could not possibly have imposed a new policy 
course on the economy, in spite of the fact that the rest of the developed 
countries had showed every intention to face the new hike in oil prices imposed 
by OPEC in 1979 with a policy of deflation, as opposed to the accommodation 
most of the same countries had chosen in the years immediately following the 
first oil crisis. The Italian authorities thus found themselves in the early 1980s 
persevering almost alone in the policy of accommodation of supply shocks. Their 
stance contrasted even more starkly with that of the countries with whom Italy 


227 


had decided to form a joint floating system, the EMS which, as is known, 
started operating in March, 1979. The inflation differential between Italy and 
Germany went from 12% in 1979 to 16% in 1980. Admittedly, the Italian 
central bank had insisted on choosing a very low point of departure for the 
Italian exchange rate when the EMS was formed, and a wider-band of 
fluctuation for the Lira. All the same, Italian macroeconomic variables could 
not have kept following the course of the previous ten years without a serious 
crisis developing in a very short time in the EMS, low exchange rate of the Lira 
and wider band notwithstanding. 

A policy reversal was thus forcibly imposed by circumstances on the Italian 
authorities. The exchange rate was to be used in the following years rather than 
to maintain fuli employment, maximize export shares and profit levels, to 
enforce rapid deflation, or at least retreat from high inflation to more 
acceptable levels of price rises, more consistent with Italy’s permanence in the 
EMS. It is not possible to understand the new course of Italian policy if we do 
not recall the remarkable change in central bank behaviour which occurred in 
the same years. The Italian central bank had no statutory autonomy from gov- 
ernment. Having gained great authority and prestige over the decades of its 
existence, it was thoroughly immersed in economic policy making, sharing with 
the Government the design and implementation of most economic policy 
measures. After the inception of the EMS, which the central bank had been 
extremely reluctant for Italy to participate in, and after a despicable attack had 
been launched against it by politicians, now thoroughly discredited, who were 
in those years in the fullness of their power, the central bank decided that its 
survival as an institution depended on its ability to stand aside from cooperative 
policy making, and to define its role more strictly and narrowly as that of 
warden of monetary stability. This new stance coincided with similar ideas 
getting favourable reception in foreign political and economic circles. If the 
1980s were to see a reentry from world inflation, central banks ought to be 
given strict terms of reference with respect to monetary stability, and be 
allowed to pursue them in isolation from political interference. The Bundes- 
- bank’s alleged independence was associated with Germany’s favourable record 
of low inflation and held as an example for all central banks to follow. 

For the Italian central bank, the new course began to take shape with the so- 
called “divorce” from the Treasury with respect to the prices of Government 
bonds. As in the case of the Federal Reserve in the early 1950s, the policy of 
pegging interest rates on Public Debt was discontinued. It could have hardly 
been otherwise, given the escalation of world interest rates which resulted from 
the appointment of Paul Volcker to the Federal Reserve with a mandate to 
rapidly bring back the US from the brink of runaway inflation. 

We have noted before that in the 1970s the Italian authorities made 
abundant use of exchange rates and foreign exchange controls to maintain 
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growth, accumulation, employment, and increase exports to cover the much 
enlarged oil and raw materials import bill. A peculiar sort of incomes policy was 
in force in the years of the grand alliance between government and opposition, 
which consisted in allowing progressive taxation to hit rapidly increasing 
nominal wages with full force. In addition, large budget deficits were 
monetized. 

The new autonomous monetary stance inaugurated in the early 1980s came 
to view Italy’s membership of the EMS as a major tool for disinflation only 
gradually. The Bank of Italy had insisted, as we have already seen, on making 
absolutely sure that EMS membership would not require subjecting the Italian 
economy to an unrealistically severe deflation. A very low starting exchange 
rate and a wide fluctuation band had been secured for the Lira, which would 
allow Italy to stay within the ERM without too much trauma. 

The EMS was at its inception not seen yet as a way for inflationary countries 
to borrow credibility from less inflationary ones, in order for the former to 
deflate with less sacrifice than they otherwise would without a “nominal 
anchor”. Nor had the “advantage of tying one’s hands” been yet appreciated by 
the authorities of profligate countries, or by analytical economists. The EMS, 
as everyone will recall, was an invention of French and German politicians, and 
its main aim was to prevent the EEC from being hit by all US exchange rate 
oscillations, which played havoc with, for instance, the Common Agricultural 
Policy arrangements. It was also a way of proclaiming a truce among European 
industrial producers, who had, in the 1970s, increasingly begun to fall prey to 
the allure of beggar thy neigbour policies, as an easy solution to the current 
account problems they had to face after the first oil crisis. The second oil shock 
and the deep fluctuations of the US dollar threatened to renew such problems. 
In addition, the US indictment of German monetary policy at the end of the 
seventies made it convenient for Germany to link up its currency to weaker 
ones, in order to partly stem the revaluation against the dollar the 
Deutschemark had experienced in the same years. It is useful to recall that at 
the end of the 1970s German exports had encountered difficulties on world 
markets due to the appreciation of the Deutschemark. Italian trade with 
Germany, for instance, had for the first time in memory swung into a surplus. 

The EMS thus behaved, until well into the 1980s, as a crawling peg more 
than as a fixed exchange rate system. Realignments took place on average once 
a year until 1987. From the beginning of the decade, however, the Italian 
monetary authorities showed their intention to put their own house in order 
without waiting for the Italian government to do the same with theirs. Public 
deficits continued to grow in relative size, but the Bank of Italy made it very 
clear that it would no more let them mess up its monetary statistics. It expressed 
its new order of policy priorities as, first, to look after its own balance sheet. 
Only gradually did the monetary authorities begin to show interest in using the 
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exchange rate to reduce the rate of inflation. When they did so they let the real 
exchange rate appreciate, by not fully accommodating domestic price changes 
by a corresponding devaluation of the nominal exchange rate. This new stance 
was accompanied by a return to positive real interest rates, and by a rapid climb 
in their levels, after almost a decade of negative real rates. 

The return to positive real interest rates, plus the less than complete accom- 
modation of nominal exchange rate devaluation was a clear signal to the private 
sector that the policy stance had changed. It was an effective signal because it 
caught private enterprises at a very high leverage level, which they had reached 
when real rates were negative and credit easily forthcoming. The incentive to 
draw down bank debt was therefore powerful, and it coincided with a rationali- 
zation drive by large industrial firms, which allowed them to return to satisfac- 
tory profit levels. When the European slump subsided, later in the decade, 
industrial firms were again to ask for bank loans. These were the years when the 
bonds were absorbed by individual savers and Italian public debt became, a 
unique example among developed countries, 70% owned by individuals. In 
order to make it palatable to the latter, the authorities devised, during the 
phase of high inflation, interest-indexed bonds, which became so popular that 
they still represent almost two thirds of total government debt. As long as 
individual savers will be asked to directly purchase government bonds, it is very 
unlikely that the share of fixed interest securities will grow by very much. 

This change in the composition of public debt ownership was just one of the 
great structural changes which occurred in the 1980s. The other most important 
structural transformation involved the composition of employment. While in 
the 1970s the share of value added produced by industry had remained constant 
and industrial employment had slightly increased, in the first half of the 1980s 
both declined substantially. A million jobs were lost in industry. The index of 
industrial employment declined from 113 in 1980 to 100 in 1985. A similar 
decline had taken place in the great industrial rationalization which had 
occurred between 1963 and 1966. In 1967, however, industrial employment had 
started rising again, and had continued to rise until 1974. A plateau had then 
- been reached, where the index had remained in spite of two oil shocks. The 
rationalization which took place in the 1980s lasted till the end of the period. In 
spite of a slight increase in the boom years 1988—90 the index never regained 
the 100 level. 

Employment in the service sector, on the contrary, showed in the same 
decade a very strong positive dynamics. As a result, total employment did not 
suffer. At the same time value added in the service sector was gaining ground 
relative to value added in industry and agriculture. If one adds the fact that 
relative prices shifted in favour of services and against agriculture and 
especially industry, one begins to understand the limits of the monetary 
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authorities’ policy stance. Putting their own house in order, in addition to 
anchoring the Lira to the EMS, the monetary authorities managed to clean up 
their own balance sheet. The industrial sector, by rapidly drawing down bank 
debt and replacing it with new capital, achieved a profound rationalization 
which involved the destruction of some capacity and the creation of a large 
mass of industrial unemployment. Productivity increases thus obtained went 
some way towards replacing the easy productivity gains that had been achieved 
through devaluation and high levels of capacity utilization in the 1970s. And the 
new mass of unemployed industrial workers finally managed to break the back 
of union power. In 1984 the government tested union power by setting a ceiling 
to wage indexation for one year. This measure was challenged by a referendum 
called by the opposition, which the government turned into a resounding 
success. An important political strike called by the unions at the Fiat works in 
Torino was broken by a very successful march of white collar employees and 
plant supervisors. 

It took these strong measures to convince Italian price setters to revise their 
inflationary expectations downwards. Linking the Lira to the EMS was certainly 
not enough, by itself, to produce an improvement in the output-inflation trade- 
off. Moreover, disinflation had to be real, involving the destruction of 
industrial capacity and employment and this, much more than a pegged 
exchange rate, induced the break in union power which in turn broke the back 
of high inflation. 

Reentry from high inflation, however, has never, to this date, reached the 
levels achieved in most other countries of the EMS. In spite of the precipitous 
fall in oil prices and the coincidental fall in the external value of the dollar, 
Italian prices reached a lower plateau between four and six per cent annual 
rates of increase, and remained there until 1992. 

The limitations of adversarial monetary policy, as we might call the type of 
policy characterized by monetary authorities looking after the soundness of the 
central bank’s balance sheet and not worrying about its consequences on the 
economy, can be appreciated to the full if we review the five years that are 
comprised between the EMS last realignment in 1987 and the Lira devaluation 
of September 1992. This interesting period included the joining of the narrow 
band by the Lira in January 1990 and the complete liberalization of exchange 
transactions, for the first time since 1934. All these measures ought to have 
increased the pace of convergence towards the inflation rates extant in the rest 
of EMS countries. In fact, if we look at industrial prices, they did almost 
completely converge to the rates experienced in Germany and France. The 
prices of services, on the contrary, remained all the time well above the Franco- 
German levels. And public employees’ wages recorded very high rises in the 
same period, just when the Italian economy was achieving the highest degree 
of openness and integration in the world economy it had ever experienced. 
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The rapid march towards the single European market, then, does not seem 
to have encouraged Italian convergence. The monetary authorities’ internal 
and international credibility was certainly greatly enhanced by the stern policy 
stance they adopted and maintained in the 1980s. Together, the European fast 
movement to complete integration and the Italian monetary authorities’ 
acquired credibility resulted in a massive flow of foreign capital into Italy in the 
last five years of our story, and in particular since the signing of the Maastricht 
Treaty and the fixing of clear dates for the further phases of European 
monetary unification. 

Paradoxically, however, the ease with which the Italian monetary authorities 
were able to keep the Lira at a level well above PPP reduced the urgency with 
which the Italian political leaders had to address the structural problems of the 
Italian economy. Like in the 1920s, a fool’s paradise was created in Europe with 
foreign short term capital inflows validating the virtuousness of monetary 
authorities and the profligacy of political authorities, putting fiscal and 
monetary policies on collision courses which foreign capital inflows temporarily 
managed to hide from view. 

The policy stance inaugurated by the Italian monetary authorities early in 
the 1980s and kept by them for the whole decade, until the Lira was forced to 
devalue in September 1992, must be thus considered a counsel of despair, taken 
because cooperative economic policy making with a profligate government was 
no more advisable for a self respecting central bank. 

We must now turn to consider the large analytical problem of whether the 
monetary authorities’ new stance in the 1980s had anything to do with public 
debt becoming unsustainable, a phenomenon which occurred in the same 
period. Italy entered the 1980s with a public debt/ GDP ratio of 60%, high for 
a developed country of its size, but not excessively high by its own historical 
standards. Since 1861, we notice that, historically the debt/ GDP ratio never 
fell lower than 60% except in the decades following the second world war. The 
post-war anomaly occurred because, in 1947, existing debt was drastically 
reduced in real terms by a bout of inflation which some analysts (Friederich and 
’ Vera Lutz prominent among them) believed to have been a conscious debt 
reducing policy on the part of a government which did not want Italy to start its 
democratic life burdened with a debt largely created by the Fascist Regime to 
wage its wars. 

The ratio remained very low until the second half of the sixties, when it 
started to escalate rapidly. The escalation became really serious in the 1970s, 
when the 60% ratio was reached again, a doubling in ten years. 

The monetary policy adopted in the 1960s and 1970s allowed the 
government to go on increasing the wedge between public revenue and expen- 
diture without having to pay the price for its profligacy. The capital value of the 
debt doubled, but debt service was, because of real interest rates staying 
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negative as a result of inflation, heavily negative too. 

Had the 1980s come to coincide with a radical change of government, as had 
been the case in 1947, the newcomers might have burned up the existing debt 
with a bout of runaway inflation. This was, however, a course of policy hardly 
open to Italian politicians. The same coalition that had ruled the country since 
1947 had returned to power after a brief experiment with an alliance with the 
opposition. They could not have disclaimed a debt they had consciously 
incurred to curry electoral favour for almost two decades. Had the rest of the 
world, and in particular the United States, stayed on the course of high inflation 
they had themselves chosen in the 1970s, the Italian government could have 
been excused if it had followed suit. But in the US Paul Volcker had been called 
in to take the country back from double digit inflation, and had elected to do it 
by controlling the money supply, disregarding what happened to interest rates. 

The jump world interest rates experienced as a result of the new US policy 
stance made itself immediately felt on Italian public accounts. While the 
government itself started a policy of gradual retrenchment, more consonant 
with the country’s membership of the EMS, the debt service part of the deficit 
started growing uncontrollably. The question to ask is whether, in view of the 
monetary strictness the US had adopted, imitating more virtuous countries like 
Germany and the UK, the Italian monetary authorities could have carried on 
with their previous policy of deficit monetization and negative real rates. If we 
recall that deficit monetization had, since 1976, required capital exports to be 
made a serious criminal offence to keep inflation from completely getting out 
of control as a result of devaluation, we can easily understand that the freedom 
of action of the Italian authorities was limited. Not only was it bounded by 
Italy’s membership of the EMS. More important still, it was bounded by Italy’s 
large participation to world trade, and by geographical composition of its 
foreign trade. More than half of total Italian trade is conducted with its EEC 
partners. Taken together, these features of Italian trade seriously limit what the 
authorities can possibly impose in the way of restriction of capital movements. 
Italian traders have been since time immemorial masters of the art of leading 
and lagging, of overinvoicing and underinvoicing, as befits people who have 
taught these techniques to the rest of the world since at least the middle ages. 
If the Italian authorities, even without the EMS, had persevered in a monetary 
policy of negative interest rates, inflation, and deficit monetization, Italy would 
have rapidly ended up like Argentina, with a total delegitimation of the Lira as 
a saving currency, and the complete disintermediation of the Italian banking 
system. Italy’s foreign traders, that is to say a large part of its entrepreneurial 
class, would have just kept the proceeds of their exports abroad. 

Since the inception of the center left coalitions, in 1963, successive Italian 
governments had banked on favourable initial conditions to accumulate 
primary deficits, which grew increasingly heavy as time went by and socio- 
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political problems mounted. They had also sailed close to the wind blowing 
internationally as long as the United States had kept a largely inflationary 
stance, as they did until 1979. 

When the US monetary policy finally changed course, the spectre of their 
former decades of high spending and lax taxing came to haunt the Italian gov- 
ernment. Barring the destruction of existing debt, the course of their policy was 
largely traced for them. A policy of increasing the burden of taxation and of 
cutting expenditure was required, and it was adopted, but even if the pace at 
which government accounts had swung from primary deficit to primary surplus 
had accelerated, as it did since 1987, the sustainability of public debt would 
have been, given the dreadful initial conditions, very difficult to regain for more 
than fleeting periods. 

Short term interest rates and GDP rates, and the primary balance itself, 
depend, in the case of Italy, which is highly integrated in the European and the 
world economy, on what happens in Europe and in the rest of the world. 

Here we come back to what we said at the beginning. As long as the 
European economy continued on a pace of rapid growth, and the credibility of 
exchange rates was not put in doubt, the difference between real interest rates 
and real growth rates would not be too high. Suppose for instance the Danes 
had not voted against the Maastricht Treaty in the June 1992 referendum and 
the Bundesbank not raised its discount rate the following July. The chain of 
events which followed would have probably not come by, and the huge capital 
flows from US pension and investments funds would have carried on playing 
the “convergence game”, to be invested, that is to say, in the bonds of countries 
intent in bringing down interest rates from the very high levels they had 
reached. The Italian authorities would have probably been able to buy more 
time to put their house in order, as the difference between real interest rates 
and real GDP growth would not have been so punitive for their debt service 
requirements. 

This is, however, counterfactual history, based on our disregard of the 
important external shock which occurred in 1990 with German political reunifi- 
- cation involving a monetary union based on one to one exchange rate between 
the East and West Marks. This event sparked the series of consequences which 
have in reality followed. The German economy experienced a prolongation of 
high demand levels for two more years, rapid fiscal deterioration, and a 
collision course between a fiscal policy feeling the need to spend on re- 
equipping the Eastern Lander with modern infrastructure and to maintain the 
incomes of Eastern workers hit by industrial reorganisation, and a monetary 
policy which reflected the deeply ingrained belief of the Bundesbank in an 
inflation model where the main transmission is from M3 to prices and from the 
exchange rate to prices. 

It is not unfair to ascribe at least partly to an unease with a neighbour too 
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suddenly grown in size the negative outcome of the Danish referendum. The 
primum mobile of recent European events is thus German reunification. The 
train of consequences which followed sparked the international financial crisis 
which hit Italy while it was intent on walking the tightrope of debt sustainabil- 
ity, in the much more difficult context created by its recent repeal of exchange 
controls. 

Summing up on this issue we may conclude that, by the end of the 1970s, the 
Italian national debt had reached a size which made its sustainability wholly 
dependent on the continuation of the international context which had prevailed 
in that decade: floating exchange rates and high inflation in the United States. 
A country as highly integrated in the European and world economy through 
trade as Italy could have not charted for itself a monetary policy course inde- 
pendent from that chosen by the leading countries. We thus view the decision 
to join the EMS as not being crucial in this context. 

Much more crucial was the Italian monetary authorities’ decision to end 
their tradition of cooperative involvement with the government in economic 
policy making. At the beginning of the eighties cooperative solutions to Italian 
economic policy problems would have probably yielded slower disinflation and 
lower real interest rates for Italy, resulting in higher GDP growth rates and 
slower debt accumulation. Even cooperation between policy makers, however, 
would have been only a palliative for the Italian public debt problem. By 1980, 
almost twenty years of mounting primary deficits had given rise to a stock of 
debt which made Italian economic policy too easily destabilized by sudden 
changes in world growth rates and international interest rates. It had become 
a veritable hostage to fortune. 

Had the international financial crisis of 1992—93 not broken out, what would 
have happened to Italian economic policy? 

Traditionally, Italian domestic reforms, though needed for many years, only 
get actually carried out under the pressure of some external trauma, which 
allows the country’s political leaders to overrule adversarial politics and 
demagogic consensus seeking. Had the international financial crisis not broken 
out in the late summer of 1992, the Italian government would have probably 
been able to continue to finance the strong currency option it had inaugurated 
in 1981 and enhanced, since 1987, by a continuation of the inflow of foreign 
short term capital, without having to worry, at least for some time, about the 
sustainability of its public debt. The tightrope walk, however, would have 
become increasingly difficult for the Italian authorities. A look at a chart 
showing Italian export performance, for instance, immediately reveals that, in 
the years following 1989, the strong currency option had become rather heavy 
for Italian industry to bear. Imports had started pouring in and exports had 
markedly slowed down. Italians fell increasingly prey to the allure of cheap 
foreign travel, and began even to buy up property abroad at a remarkable rate, 


Vie 


while service sector prices kept growing apace. 

All these elements rendered the continuation of the strong currency option 
problematic. Incidentally, it has been reasonably observed that the Maastricht 
Treaty, by mandating that two whole years without any realignment had to 
elapse before Stage Two of the EMU could be entered, made the timing of the 
last realignment wholly predictable to market operators, and unchained the 
financial crisis of September 1992, as the deviation of actual exchange rates 
from PPP became really too large and obvious for some of the EMS currencies. 

If what we just said is correct, that Italian reforms, even if badly needed for 
years, can be convincingly adopted only in the face of an international crisis 
which allows the country’s politicians to break momentarily loose of the 
demagogic stalemate in which they are normally frozen, we can call the interna- 
tional financial crisis of 1992—93 the deus ex machina which made the adoption 
of stern economic reform possible and indeed precipitated it. 

What the Italian government has been able to do, once the international 
financial market dictated a massive Lira devaluation, is indeed remarkable. We 
must however remember that the abolition of wage indexation was agreed 
upon by government and trade unions in the Summer of 1992 actually to 
attempt to stave off devaluation, and to stem the outflow of capital which had 
begun in earnest. 

The aftermath of devaluation resembles many another such phase in Italian 
recent economic history. Imports are slumping, exports are booming, the 
current account is further improved by the end of capital flight and by the return 
of tourists to our cities. Not much can be done about the increase in foreign 
debt service charges which has occurred in the 1980s. Altogether, however, the 
price elasticity of demand for Italian goods and services seems to have 
remained quite high, and the same can be said about the price elasticity of 
Italian demand for imports and foreign real estate. 

Economists are currently marveling about one allegedly strange feature of 
this post-devaluation phase. Domestic prices have not responded to devalua- 
tion, and have kept slowing down their rate of advance. Some analysts have 
- been ready to advance a novel theory of virtuous devaluation. Not only is a 
massive fall in the exchange rate good for production and the trade balance, it 
is also good as an inflation fighter. A little pause should be needed before 
venturing into statements as bold as that. Analysts ought to have memories 
longer than the five to ten years they seem to be able to span currently. If we 
go back to the aftermath of the 1963-64 crisis, we see that it was the only other 
time in recent years when domestic demand was thoroughly deflated, both in its 
private and public components. The same has happened in the last year. The 
anti-corruption drive by Italian magistrates has paralyzed disbursements on 
already appropriated public works projects. In addition, the government has 
postponed all but the most necessary new public works projects, and has 
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launched on an anti-waste campaign which is yielding an across the board cut 
in expenditure on all government purchases. 

Private consumption also has fallen because pensions have been drastically 
cut, and private employment has been curtailed both by industry and, for the 
first time in many years, by the service sector. Private investment is also down, 
since firms have had to rely solely on foreign demand to keep plants operating, 
and thus have needed no additional capacity. 

In the previous episode we have just recalled prices remained stable for 
several years. There was no devaluation, but we can surely compare the 4.5% 
prices’ increase of the last year to the virtual price stability of the mid-sixties. 
Essential to the behaviour of the price level in the last year has been the 
dramatic slump in the prices of food products, which have still pride of place in 
the Italian consumer price index. A fierce war between retail food chain stores 
has been responsible for this rare phenomenon. 

We are therefore of the opinion that before declaring Italian structural 
inflation a thing of the past, we would be wise to wait for a pick up in aggregate 
demand which may encourage price setters to try their luck again. 

What we can say, however, is that the restructuring of the Italian economy 
which two decades of hand to mouth adjustment to world and domestic 
economic, social and political turmoil had rendered necessary did not seem to 
be made any easier by the adoption of the enhanced strong currency option of 
the five years prior to devaluation. 

The question remains, however, whether even the extremely strict package 
of measures adopted by the Italian government in the last eighteen months will 
be sufficient to put the country ona safe path to a less than ephemeral readjust- 
ment. We have seen that the policy stance of the 1970s amounted to a second- 
best solution. It allowed the country to forgo painful adjustment measures and 
still generate a growth level consistent with the maintenance of social peace. 
The package of measures adopted in the last eighteen months can undoubtedly 
be described as first best. Massive devaluation redresses the current account, 
and moderates the slump in domestic demand induced by the straightforward 
axing of public expenditure, freezing public sector salaries, and by the reform 
of social security. The public debt stock situation, however, is such as to require 
a continuation of service payments which will remain as a very high share of 
GDP even under the most favourable, yet realistic, forecasts on future interest 
rates. Service charges have thus a momentum which will allow to stabilize debt 
in 1998 at the earliest. 

Stabilizing a debt stock as high as the Italian is, moreover, a rather tricky 
affair, especially in the world of no exchange controls which has recently come 
about in Europe. Any time a commotion occurs on the international exchanges 
those who hold Italian bonds have to take a view about their future value. As 
we said above, Italian public debt has the unique feature of being two thirds of 
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total in the hands of individuals, who shun the non-indexed bonds and favour 
the indexed ones, as they consider their holdings as the equivalent of trust or 
pension funds. The advantage individual ownership yields to the public debt 
managers is that the stock is eminently stable, as bond holders cannot find sub- 
stitutes with the same features and a better yield. On the other hand,,a drastic 
reduction in world interest rates, such as the one which has occurred in the last 
year, cannot be fully exploited by the Italian authorities because demand for 
public bonds remains stable as long as their yield remains attractive to people 
who are eminently income-minded, as the holders of interest-indexed bonds 
must be. 

Would the authorities be well advised if they offered bond holders to swap 
their interest-indexed bonds with a newly issued fixed real interest bond, a fixed 
real interest consol, yielding, let us say, two per cent over the consumer price 
annual inflation rate? 

Would this debt conversion exercise, in addition to reducing debt service 
charges, make the demand for the existing stock of government bonds more 
stable? Italian economists are currently debating this issue, but no consensus 
opinion has so far emerged. 

As a result of continuous turmoil on the exchange market, the EMS 
authorities decided last August to widen the fluctuation bands to 15% each 
way, leaving the ERM in a state of suspended animation. Other EMS countries 
have thus joined Britain and Italy in their lifting of the nominal anchor and 
sailing into the choppy seas of floating rates. Lifting the nominal anchor was 
obviously caused by the well known contradiction which exists between 
freedom of capital movements and fixed exchange rates. This contradiction, 
however, spent almost five years in quasi-abeyance. Complex analytical efforts 
involving rational expectations and credibility were launched to explain the 
non-appearance of the monster. It finally manifested itself, and with a 
vengeance, in the Summer of 1992, and thus, belatedly but powerfully, 
confirmed traditional analysis. 

Why such a delay for the well known contradiction to make itself felt? Had 
the EMS authorities not fixed a deadline for the last realignment before the 
final exchange rate lock-in, some economists have remarked, the Bundes- 
bank’s raise of its discount rate and the outcome of the Danish referendum 
might have not by themselves been able to bring down the whole house of 
cards. This is not a convincing argument, however. International speculation 
returned on the scene as late as 1992 because in the few previous years 
American, Japanese, and British banks had very little time or money to spare, 
as they had been intent in cutting the huge losses induced by their domestic 
lending excesses. In addition, as American interest rates decreased rapidly 
because of the recession and the need to fight it by monetary means, British and 
American pension funds and investment trusts felt the pinch from lower 
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income and were compelled to look for higher yielding assets. They found them 
partly in the stock markets of the Pacific and Latin America, and partly in the 
convergence game which the IMF Capital Markets Report for 1992 has so well 
described. 

As no member of the EC seems in the least inclined to restore exchange and 
capital movements control, it is unlikely that peace will return to the foreign 
exchanges as long as low interest rates will prevail in the US, the UK, and 
Japan, or as long as high interest rates will remain in Germany. 

In spite of the Lira’s massive devaluation, Italian policy makers will be as 
affected to the gyrations of the international financial markets as others. 
Without exchange controls, the asset part of the balance of payments will be as 
relevant to the adjustment of the Italian economy as the trade part. There is in 
fact no assurance that demand for the stock of Italian public debt will remain 
as stable as it has been thus far. Moreover, the peculiar structure of Italian 
public debt ownership cannot be relied upon to last forever. If the authorities 
want to keep it as it is, they must court the bond holders with higher rates, thus 
imperilling the public debt stabilization effort and the rebound of aggregate 
demand. If they allow it to change, they must lay the ground for an orderly 
transition to a more orthodox structure of public debt ownership, by designing 
alternative assets that may appeal to institutional investors, and by, first and 
foremost, encouraging the development of institutional investors much more 
openly than they have done hitherto. 

A last word on the Italian privatization policy. From what can be gleaned so 
far, a solution which relies on widespread stock-ownership seems to be 
preferred. If this will be the case, the stability of the Italian financial market 
would be best assured if the public were allowed to pay for the shares of the 
privatized companies they purchased with their government bonds. 
Retirement of public debt would thus coincide with privatization, and would 
probably boost the government’s credibility. 


Monetary Policy and Exchange Rates: 
The French Experience 


ANDRE ICARD 


Banque de France 


For nearly 15 years now, France has distinguished itself amongst the Group of 
Seven countries by maintaining the same course of monetary policy based on 
two objectives. One of the objectives is external, and it stems from strict 
compliance with the rules of the European Exchange Rate Mechanism. The 
other objective is domestic and is aimed at controlling money supply growth. 
Indeed France has used money supply targeting since 1977 and has taken part 
in all of the EMS mechanisms since the system was set up in 1979. 

Overall, this monetary policy has produced the desired results. At the end 
of the 1970s, the annual inflation rate was in the region of 12%. It now stands 
at less than 2.5%. In the same vein, the differential between French and 
German ten-year bond yields stood at 5.8 percentage points in 1981. It then fell 
to 3.1 points in 1987 and has now disappeared. 

These developments were parallel to sweeping deregulation, epitomized by 
the lifting of what had often been very restrictive controls on bank credit and 
international capital flows at the end of the 1980s. 

Nonetheless, it must be recognized that the two intermediate targets of 
France’s monetary policy act in different ways. The external exchange rate 
target has been a powerful tool for eliminating inflation expectations and it has 
guided day-to-day choices concerning interest rates. 

The annual money supply growth target is a long-term nominal benchmark 
that markets can use to gauge policy intentions. It helps to shape expectations 
‘by stressing the authorities’ abiding commitment to price stability. 

This paper will highlight three main points. 

First of all, stable exchange rates are imperative for Europe and for France. 
This explains the prominent role played by exchange rate policy in French 
monetary policy. 

Next, as exchange rates are the most important transmission mechanism for 
monetary policy, pegging the exchange rate of the franc within the ERM has 
been a key factor in reducing French inflation over the last ten years. 

And to conclude, the consequences for French monetary policy of the 
widening of the ERM fluctuation bands to 15% on 1 August 1993 will be 
discussed. 
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1. STABLE EXCHANGE RATES ARE IMPERATIVE FOR EUROPE 
AND FOR FRANCE 


Stable exchange rates and monetary cooperation have been constants in the 
history of the European Economic Community, which stretches back over 
nearly four decades. The Treaty of Rome, which itself was drafted within the 
international context created by the Bretton Woods Agreement, rests on the 
principle of realistic exchange rates between the Member States and sets fixed 
parities as one of its objectives. The Treaty also instituted the Monetary 
Council to meet the need for monetary cooperation. 

At the end of the 1960s, the “Barre Plan”, followed by the “Werner 
Report”, set the goal of achieving Economic and Monetary Union within the 
Community rapidly. The initial completion date was to be 1980. The creation 
of the monetary “snake” was part of this approach aimed at limiting the damage 
done by floating exchange rates. 

When the EMS was set up in 1979, it incorporated the lessons that had been 
learned from the snake. The EMS avoided the weak points of the snake by rein- 
forcing the institutional framework and by using more than one fluctuation 
band. There was no doubt about the determination of the countries in the 
Exchange Rate Mechanism to make the fight against inflation their top priority 
and to accept genuine discipline in exchange rate matters. The results were 
plain to see: price increases slowed in all of the ERM countries and closer con- 
vergence emerged within the system, which, as it was meant to, managed to 
ensure increasing exchange rate stability up until the crises in 1992 and 1993. 
Lately, the ERM was weakened because the parities remained fixed despite 
discrepancies between price trends from one member country to the next, and 
because of instability on financial markets. But this does not detract in any way 
from its contribution to reducing inflation and improving the way both the 
common market and the single market work. 


1.1. Stable exchange rates and community mechanisms 


Stable exchange rates are needed if the single market is to work, and they are 
required if the European Community itself is to function. 

All barriers to cross-border movements have been lifted in the single market. 
This has entailed sweeping harmonization of laws, regulations and taxes to 
remove or reduce the hidden barriers that existed in such areas. The exchange 
rate is a key factor in price formation and it had been kept stable within the ERM 
throughout the run-up to the single market. It is unthinkable that this market 
should now be left without any arrangement for maintaining stable exchange rates 
and that monetary barriers should once again be allowed to emerge, after having 
been largely abolished through the efforts undertaken over the last decade or so. 
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Even though businesses can hedge against exchange rate risk, it would be 
settling for far less than the original plan to accept more variable rates. It would 
give rise to discrepancies in a market that was supposed to be as harmonious as 
possible. The single market could not withstand excessive and unpredictable 
swings in exchange rates. 

The fiscal operations of the European Community itself would be seriously 
hampered if exchange rate instability between the member states were to 
become a common occurrence. We have already seen how the rapid 
adjustment of the “green’ exchange rates to much more volatile exchange rates 
has hobbled the Common Agricultural Policy. Similarly, the relationship 
between national budgets in national currencies and the Community budget 
denominated in Ecus is bound to be disrupted in the event of greater variability 
of exchange rates between the member states. 

In many ways, the defence mounted by the Banque de France to protect the 
franc during the successive crises in recent months shows that France’s aims are 
twofold. First, it intends to preserve the policy of competitive disinflation that 
it has conducted with persistence and success since 1985. Secondly, it aims to 
prevent any disruption in the functioning of the European Community. The 
French authorities’ concern for persisting with a strategy aimed at the medium 
and long-term stability of the franc within the wider band proves France’s 
determination to stick to its twofold strategy. 


1.2. International integration of the French economy 


France has a highly internationalized economy that is fully integrated into the 
EC. This gives the French all the more reason to be concerned about the 
stability of their currency vis-a-vis those of their European partners. 

The ratio of the external openness of France’s economy, expressed as half 
the sum of imports and exports to GDP, stands at 22.5%. This is less than the 
Netherlands’ ratio of 41%, but it is greater than the German ratio of 21.8%, the 
British ratio of 19%, the Italian ratio of 15%, and it is much higher than the 8% 
- ratios posted by the United States and Japan alike. 

The internationalization of France’s foreign trade is strongly oriented 
towards the rest of the EC. France’s trade with its eleven Community partners 
accounted for 51% of its total foreign trade in 1980 and 61% in 1992. 

With respect to international portfolio investment, it is noteworthy that non- 
residents’ holdings of French securities have been increasing steadily. The 
negotiable government debt held by foreigners reached 620 billion French 
francs at the end of 1992, which works out to nearly 10% of France’s GNP and 
30% of the outstanding government securities. This is an important factor in 
the external constraint on the French economy and it has a major influence in 
the shaping of monetary policy. 
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Finally, the European Community accounts for a growing share of the direct 
investment flows between France and the rest of the world. Outflows and 
inflows to and from EC countries accounted for nearly three-quarters of these 
transactions in 1992, up sharply from previous years when the Community’s 
share stood at half. 

This high degree of integration into the world economy, and the European 
economy in particular, shows how important the exchange rate is as a trans- 
mission mechanism for France’s monetary policy. 


1.3. The role of the exchange rate in French monetary policy 


There was a long period where France frequently resorted to devaluation. The 
authorities thought that it was a means of boosting growth and businesses found 
it a convenient way to offset their lack of competitiveness. 

In fact, the extra growth obtained through devaluation was rapidly eroded 
by the stop-and-go policies that had to be implemented to prevent overheating. 
In any case, most of the extra growth was merely an illusion, because it was 
cancelled out by the depreciation of the franc. France’s real GDP has grown at 
the same rate as Germany’s since 1980, but changes in exchange rate parities up 
until 1987 have caused per capita GDP growth expressed in dollars to be 16% 
lower in France than in Germany. 

Businesses had little incentive to call on their own strengths in order to increase 
their market share. They just increased their margins, rapidly eating up the 
artificial gains in competitiveness and gradually sapping industry of its flexibility. 

The most obvious result was that France’s inflation rate was higher than that 
of its partners. All of the economic agents, including employers and 
employees, got used to devaluation and factored further depreciations of the 
currency and renewed inflation into their expectations. The self-perpetuating 
cycle of depreciation, inflation and then more depreciation had set in and its 
operation was very clearly visible in the early 1980s. 

In France, the unhealthy spiral was broken in the mid-1980s. This was 
achieved chiefly through four important steps that reshaped the behaviour of 
economic agents: 

— a commitment to a firm policy to uphold the external value of the franc, 
which some observers have called the “franc fort” policy, and which the 
monetary authorities call the “franc stable” policy, 

— a prudent stance for domestic monetary policy, 

— the end of the index—linking of wages to prices, 

— a better grip on public finances. 

This drive for a stable exchange rate has had an undeniable impact on inflation 


by modifying expectations and by its automatic implications for interest rate 
policy. 
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Therefore, it is worthwhile to analyze how changes in interest rates affect the 
French economy. 

A range of macroeconomic research’ has shown that the main effects of 
France’s interest rate policy are exerted through variations in the real exchange 
rate. These variations have an impact on growth in the short term, but their 
influence on prices is even greater. In the medium term, however, the extra 
growth caused by a depreciation of the exchange rate is transitory and mainly 
illusory, because of renewed inflation. The other effects of interest rate changes 
are less pronounced. They can be seen in the credit aggregates and, to a lesser 
degree, in monetary aggregates, as well as in incomes. Moreover, the impact of 
interest rate changes on domestic spending, via the financial sphere or income 
effects, is much less predictable. This is proof, if proof is required, that 
monetary policy without a strong exchange rate component would not be very 
effective in France. It also shows that the best means of enhancing the external 
component of economic growth is not currency depreciation, but greater com- 
petitiveness through stable exchange rates and better control of costs. 


2. 1979-1993: FRANCE REDUCES INFLATION WITHIN 
THE EMS FRAMEWORK 


The figure and table in Annex 1 show how far France has come in the fight 
against inflation since 1981. It is hardly surprising to see that, starting in 1984, 
this process was parallel to a shift in French macroeconomic policy to two main 
objectives: the strengthening of monetary policy, both in terms of domestic 
objectives and the franc’s peg in the ERM, and a rebalancing of France’s policy 
mix, as evidenced by the smaller government deficits and moderate pay rises. 

The effort to stabilize the franc within the narrow band of the ERM was 
indisputably a powerful factor in curbing inflation. However, such clear-cut 
results could not have been achieved without incorporating the exchange rate 
constraint into rigorous economic and monetary policies. 


2.1. Convergence in disinflation in France and in Europe 


One of the greatest achievements of the ERM has been to promote con- 
vergence on lower inflation rates. The best results in this field were turned in by 
the founding members of the ERM in the narrow band. 

The inflationary pressures in 1979 to 1981, following the second oil crisis, 
gave way to falling inflation rates as oil and commodity prices declined. During 
the period from 1986 to 1988, inflation rates were at their lowest levels since 
1974. This convergence was achieved by alignment on the lowest inflation 
rates. The average annual inflation rate for the twelve EC Member States (as 
measured by the private consumption deflator) fell from 12.1% in 1981 to 3.8% 
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Table 1. Private consumption deflator: annual variation (% ). 


1976— 1979- 1982— 


1978 1980 1981 1985 1986 1987 1988 1989 1990 1991 1992 
France 9.5 22 13.4 8.8 2003950 3.00 SS) SOA ede eee 
EB@I2 11.0 WA 1D Sl 3°85 23-5) 3.7 049 
Dispersion 4.8 5.4 4.7 4.4 APT ADT 26 BAR ee Cree 
EC7* 6.6 8.0 Os bt) jr) emery | Wes: As WOO uk Hes mths 
Dispersion 2.9 Sel 36 23 1 Aes GEO ME OE Oi SEG 


4Belgium, Denmark, Germany, France, Ireland, Luxembourg, Netherlands. 


in 1986. With the fall in oil prices, the decline in inflation accelerated in 1987, 
when the average annual inflation rate for the EC fell to 3.5%. Since 1989, 
however, the trend has been less uniform. 

Furthermore, throughout the period from 1979 to 1992, the dispersion of 
inflation rates narrowed, and at the end of the period the dispersion reached 
values even lower than those recorded during the 1960s. 

The reduction of inflation rates and their dispersion was most pronounced in 
the countries that belonged to the narrow band of the ERM since the 
beginning. The average rate of inflation for these countries fell from 9.3% in 
1981 to less than 2% between 1986 and 1988. More importantly, the dispersion 
of the inflation rates in this group of countries was sharply reduced, until it 
became negligible in 1990 and 1991. 

But, there was a break in the convergence process in 1992, when the effects 
of German unification on that country’s price performance showed up in the 
Community-wide inflation rate and in a slight increase in the dispersion 
between national rates in the narrow band. 

Of course, the ERM countries were not the only ones to reduce inflation 
during the 1980s, the improvement involved all of the industrialized countries. 
However, while there was overall progress in the fight against inflation in the 
OECD area during that time, the average rate of inflation for the non-ERM 
countries and the divergences from one country to the next narrowed less than 
in the countries belonging to the European Exchange Rate Mechanism. 


2.2. France has benefited from the fall in European inflation because of its 
membership of the ERM and the increased credibility that it has entailed 


France had a long tradition of higher inflation than some of its neighbours, as was 
long the case vis-a-vis Germany and the Netherlands. The decision to belong toa 
stable exchange rate system with other countries, which were less inflation-prone 
at the time, was a strong incentive to disinflation. It made constant efforts to 
improve competitiveness necessary and gradually curbed import price increases. 
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Little by little, the fixed nature of the exchange rates within the system was 
reinforced as parity realignments became smaller and less frequent and then 
stopped altogether after 1987. In France’s case, this was fully justified by the 
fundamental economic indicators, and especially the inflation figures. 

The stability of the franc in the ERM and the curbing of inflation after 1986 
helped reduce the real exchange rate of the franc vis-a-vis most of the other 
currencies in the system. This gave rise to a lasting competitive advantage that 
helped change expectations concerning the franc. This was especially true for 
resident firms, whose positions in export markets were strengthened through a 
virtuous cycle. 

Gradually, an interactive process between the exchange rate constraint and 
stable domestic prices was created. And, gradually, France’s performance on 
inflation came into line with those of the least inflationary countries in the 
ERM. 

The firm commitment to keeping the franc in the ERM has given it a degree 
of credibility that would have been impossible to achieve so quickly outside of 
the Exchange Rate Mechanism. This is consistent with the basic credibility 
model’. Pegging the franc to a strong currency helped reduce the cost of disin- 
flation by curbing inflation expectations. The fact that this was done when 
France had a high inflation rate, and that it was accompanied by credible 
economic policy commitments, was undoubtedly another factor that increased 
the influence of the intermediate exchange rate target’. 

Even though there is no credibility effect on the labour market, because 
German wages and prices have little influence on French wages, an effect of this 
type can be seen in the foreign exchange markets and in the way producer 
prices are determined. Price adjustments have reflected expected changes in 
the exchange rate and competitiveness less and less, thus proving that 
economic agents no longer count on a depreciation to offset excessive rises in 
their production costs’. 

This means that one of the main sources of French inflation has been 
eliminated. 


2.3. The foreign exchange rate constraint as a determinant of 
French interest rates and the yield curve 


In theory, one of the expected effects of the ERM was to be greater con- 
vergence in the member countries’ interest rates, as their currencies gradually 
became more interchangeable. Interest rate convergence is also one of the 
criteria set out in the Maastricht Treaty for entry into Economic and Monetary 
Union. 

The figures and the tables in Annex 2 show the fall in interest rates in 
France that accompanied the franc’s stability within the narrow band of the 
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Exchange Rate Mechanism. The one-month rate now stands at 7.25%, as 
opposed to more than 12% in 1983. Over the same period, long-term rates fell 
by 7.5 percentage points and are now at their lowest levels since the 1960s. 
These changes show how much has been gained through disinflation in terms of 
lower interest rates, and especially in the case of long-term rates. 

There has also been a substantial reduction in the differential between 
French and German interest rates. The gap between one-month rates stood at 
6.8 percentage points in 1983, while the differential between long-term rates 
was 5.6 percentage points. In 1992, the differentials averaged 0.9 points for 
short-term rates and 0.6 points for long-term rates. As these words are being 
written, the differential has been narrowed to 40 basis points on the one-month 
rates and on long-term rates, the differential has disappeared and ten-year 
government bonds yield 6.15% in both France and Germany. 

Membership of the ERM and the enhanced credibility it has conferred on 
French monetary policy have made a substantial decline in French interest 
rates and convergence with German rates possible. 

A look at real French and German interest rates, using the figures in Annex 
3, shows that the trend from 1983 to 1991 was similar for both short and long- 
term rates. Then, a differential emerged in 1992, as Germany’s real interest 
rates declined due to a higher inflation rate. 

Nevertheless, the real French one-month rates are at their lowest level since 
the end of 1989 and they are close to matching the levels seen between 1986 and 
1989. Real long-term rates are at their lowest level since 1982. In Germany, the 
last time real interest rates were so low was in the mid-1970s, at the time of the 
first oil crisis. 

It would be a mistake to attribute the sluggishness of the French economy 
and investment to the current real interest rate levels. Indeed, real one-month 
interest rates are only slightly higher in France than in Britain and France’s real 
long-term rates are much lower than Britain’s, where an economic recovery 
seems to be under way all the same. It should be remembered that real interest 
rates of around 5%, like those in France today, were consistent with lasting 
economic growth in the industrialized countries throughout the 1980s and, in 
particular, with the recovery following the second oil crisis>. 


2.4. The exchange rate peg was only able to play its role 
in the disinflation process because it was supported 
by economic and monetary policy 


In 1983, as the French Government formally reasserted its commitment to 
pegging the exchange rate of the franc, it also shifted back onto the path of 
sound macroeconomic conditions and a balanced policy mix. 
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2.4.1. Policy mix 


As can be seen in the table in Annex 1, France’s government deficit was 
gradually trimmed and then kept at a low level in comparison to the deficits in 
most of the other leading industrial countries. It did not grow again to any sub- 
stantial degree until 1992, when the slowdown of the economy and the effect of 
automatic stabilizers caused it to rise. 

Along with this effort to reduce the deficit, decisive moves were made to 
break out of the index-linking procedures for wage settlements. This led to 
more restraint in wage increases, which still continues. The result was an easing 
of former recurring inflationary pressures and increased competitiveness for 
French industry. 

The determined effort made on these two important macroeconomic fronts 
(fiscal policy and incomes policy) helped strengthen the franc’s peg in the ERM 
and played an important role in bringing down inflation. 

Furthermore, it is very likely that it would have been much more difficult for 
the government to make these economic policy choices, and much more 
difficult for the public to accept them if it had not been for the strong signals 
sent by the repeated crises of the franc within the European Exchange Rate 
Mechanism between 1981 and 1983. 

Therefore, it can be argued that pegging the exchange rate had a major 
influence on the reshaping of French macroeconomic policy after 1983. 


2.4.2. The role of domestic monetary targets 
Domestic monetary policy also helped reduce inflation by setting intermediate 
money supply targets. 

The purpose of the annual announcement of money supply targets is to set 
a nominal anchor that links, however imperfectly, the monitoring of monetary 
trends to the ultimate medium-term goal of fighting inflation. The targets give 
the markets a reference point and influence PASS by stressing the 
authorities’ abiding commitment to price stability®. 

When the formulation of the targets is part of the annual exercises in 
economic forecasting, as it is in France, it becomes more than merely a 
monetary matter and fits into an overall policy mix, thus enhancing: the 
influence it has on shaping expectations. 

However, the announced policy must be credible if expectations are to take 
the right direction. This means the targets must be credible, as well as the 
means implemented to attain them. The domestic money supply targeting 
must be sustainable in the long term and the targeted aggregates must show 
a stable relationship to the ultimate goal of price stability. The latter require- 
ment explains why M2 was dropped as the targeted aggregate in 1991 and 
replaced by a broader M3 aggregate that includes short-term mutual fund 
shares. 
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In the end, a monetary targeting policy is only really credible if the central 
bank enjoys a sufficient degree of independence from government authorities. 
France has made a clear commitment to granting its central bank this 
independence. 

It has often been argued that it is pointless to announce money supply 
growth targets within the framework of an exchange rate system like the ERM. 
But, in addition to the long-term stabilization effect mentioned earlier, there 
are several arguments that can be put forward to justify this policy: 

— Monetary policy based solely on an exchange rate target would be 
unbalanced in a large economy like that of France, where, in spite of the 
massive scale of its foreign trade, domestic demand is still the main 
component of the Gross National Product. 

— The harmonisation of national monetary objectives within the framework of 
the “ex ante” exercises conducted by the Committee of Governors of the 
Central Banks of the European Economic Community has made these 
targets considerably more meaningful. 

— The domestic money supply growth target has been a stable component of 
French monetary policy since 1977. The widening of the ERM fluctuation 
bands to 15% on 1 August does not call the exchange rate stability objective 
into question, but it confirms the importance of France’s domestic monetary 
targeting. 


2.4.3. Potential conflicts between domestic and external objectives 
Svensson’ showed that, in theory, when a exchange rate target is credible, 
keeping it within the bounds of a fluctuation band is compatible with relative 
monetary independence. This would seem to show that maintaining a domestic 
target is justified. The relative independence is based on the so-called “honey- 
moon” effect, whereby the existence of a fluctuation band and a firm 
commitment to defend it help to stabilize the exchange rate within the 
fluctuation band. However Svensson shows that this independence is restricted 
by: 

— the fact that it only applies to short-term interest rates, 

— the narrowness of the band, which may be reduced even further if national 
monetary authorities voluntarily abstain from using their independence over 
a long period, 

— the gradual fading of the “honeymoon” effect over time and its final disap- 
pearance when systematic deviations from the central rate occur, especially 
where past experience shows that a move towards the limits of the fluctuation 
bands is a prelude to realignment. 

In France’s case, recent work® has shown that the stability of the exchange 


rate gradually reinforced the credibility of the exchange rate peg from 1987 to 
1992. 
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From an empirical point of view, we merely have to see if the use of interest 
rates to meet the exchange rate constraint has led to a loss of control over the 
domestic target. 

In general, any conflict that comes up cannot last. When the basic balance is 
fragile and there is a pronounced inflationary tendency, as was the case in 
Fepnce up until the beginning of the 1980s, conflicts between the objectives are 
rare’. In this situation, relatively high interest rates are a means of fighting 
inflation and they also ensure a sound basic balance by attracting external 
capital and thus help stabilize the exchange rate. In countries with a surplus in 
their basic balance and low inflation conflicts between the objectives are 
neither frequent nor long-lasting. 

France did not experience any conflicts of this type between its objectives 
between 1984 and 1989. The conduct of monetary policy was aimed at meeting 
the exchange rate requirements within the framework of the ERM and overall 
money aggregate growth was in line with the targets set. 

After that, however, the situation within the ERM became paradoxical. The 
currencies of some countries suffering from domestic economic imbalances 
were kept at the upper limit of the Exchange Rate Mechanism by high nominal 
interest rates. This led to a conflict between the need to keep the franc stable 
within the ERM through high interest rates, and France’s sluggish economy 
and high unemployment, which, on the contrary, called for a cut in interest 
rates. Money supply growth fell short of the targets in 1991, which would seem 
to prove that monetary policy was tight. 

In 1992, rising inflation in Germany and the Bundesbank’s tight policy 
forced the Banque de France to keep interest rates high in spite of a flagging 
economy, but this did not prevent money supply growth targets from being 
met. On the other hand, the persistence of the problem in 1993 is very likely to 
mean that M3 growth will fall short of the target. 


3. CONCLUSION: MONETARY POLICY ISSUES IN THE CONTEXT 
OF THE 15% FLUCTUATION BANDS 


The widening of the ERM fluctuation bands to 15% on 1 August 1993 is only 
meant to make the potential use of intra-margin exchange rate movements 
more effective, but it does not imply that the objective of stability has been 
dropped. 

With the narrow 2.25% ERM fluctuation band, the exchange rate target was 
set automatically by the commitment to keep the franc in line with the other 
currencies in the narrow band. The temporary widening of the band carries a 
message and a danger. Firstly, there is an all- -important confirmation that the 
bilateral central rates are consistent with the economic fundamentals of the 
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member countries. Secondly, erratic and uncontrolled short-term swings in 

exchange rates are not compatible with the medium and long-term success of 

the common market and the single market. 

The message is that the short and medium-term mutual stability of the 
various ERM currencies around their central rates confirms the very founda- 
tions on which the Treaty of Rome is based and sustains progress towards 
Economic and Monetary Union as it is defined in the Maastricht Treaty, which 
remains totally valid. 

The danger gives the message more impact. The existence of the common 
market itself could come under threat more rapidly than many people think if 
erratic exchange rate variations were to create invisible borders like those that 
spring up and fade away between the yen, the dollar and the bloc of Community 
currencies. This poses a threat, to more than just the ERM, the implementa- 
tion of the Maastricht Treaty and the Single European Acct. It poses a threat to 
the Treaty of Rome itself. 

Of course, French monetary policy must take proper account of these 
institutional elements, even though the wider fluctuation bands may change the 
way in which practical action is taken. 

There are other good reasons why France should remain vigilant in its 
exchange rate policy: 

— The French economy is highly internationalized and the fact that a sizeable 
portion of French public debt is held by non-residents makes the external 
constraint very powerful. 

— A substantial depreciation of the franc could spark off the cycle of deprecia- 
tion and inflation that was a feature of the French economy up until the mid- 
1980s. This makes it vitally important to prevent French economic agents 
from forming fresh expectations about a depreciation of the franc. 

— The sluggishness of the economy and the effect of automatic stabilizers have 
increased the fiscal deficit and done some harm to the sound policy mix that 
had been a feature of French economic policy for several years. In this 
context, it would be dangerous to weaken one of the essential mechanisms of 
monetary policy. 

— French long-term rates are at an historic low. This is a key to renewed 
investment and, thus, renewed growth. But these low rates could not be 
maintained if the outlook for monetary stability were to deteriorate. 

All in all, if the franc is to be a stable and credible currency vis-a-vis the 
world’s major currencies, it must first and foremost be stable and credible in its 
own natural sphere, which is Europe. 

However, the way the ERM is working now means that the M3 growth 
target and the price stability objective are more prominent than before. Price 
stability, by definition, encompasses both intermediate objectives, because it 
cannot be achieved without a stable franc, and the growth of monetary 
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aggregates must be monitored to prevent inflationary pressures from building 
up. Furthermore, the targets for inflation and the money supply are even more 
harmonious since a criterion for the potential for non-inflationary growth has 
been factored into the M3 growth target range as of this year. 

It is particularly important to note that the credibility of France’s anti- 
inflationary policy survived the changes introduced by the 2 August agreement 
intact, as can be seen in the recent trend in its long-term interest rates. Before 
2 August, the focus of the French monetary authorities’ action had already 
been to defend this credibility. Since that date, the focus has probably become 
even more forceful. 

This policy will probably have to rely on a wide range of indicators, with 
prices and monetary aggregates occupying key positions. But other indicators 
also have their place, including long-term interest rates, which are a valuable 
indicator of how credible the exchange rate stability objective is. Other 
indicators to watch are total domestic debt, financial aggregates and the 
balance of payments. 


4. FINAL REMARKS 


The temporary widening of the fluctuation bands to 15% marks a change in the 
operation of the European Exchange Rate Mechanism. It does not alter the 
objective of France’s monetary policy, even though this policy is adapting to 
the new framework. Indeed, the attainment of this objective will now depend 
more on the credibility stemming from the consistency and quality of monetary 
policy itself. This means that there is reason to be optimistic about the outlook 
for the future. First of all, the markets have ratified France’s firm long-term 
commitment to price stability. Secondly, the granting of independence to the 
Banque de France has reinforced this commitment. Finally, and this is perhaps 
the most important point, French public support for the ten-year-old policy of 
keeping the franc stable domestically and externally is growing, in spite of the 
‘intense debate about the future direction of the country’s macroeconomic 
policies. This trend is very encouraging for the monetary authorities, because 
no lasting defence of a currency’s purchasing power can be mounted without 
widespread public support. 
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Annex 1. Retail prices, wage increases and government deficit 
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1-MONTH INTERBANK MARKET RATE 
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Annex 2. Nominal short-term and Jong-term interest rates 
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REAL SHORT-TERM INTEREST RATES 


Monthly average, per cent 
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Annex 3. Real short-term and long-term interest rates 
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Comment on Marcello De Cecco and 
Francesco Giavazzi: Italy’s Experience within and 
without the European Monetary System: 

A Preliminary Appraisal 


GUNTER D. BAER* 


« Committee of Governors of the EC Central Banks 


The controversial debate on EMU among academics and policy-makers might 
not have come to final conclusions but has certainly helped to improve our 
understanding of the costs and benefits associated with an irrevocable locking 
of exchange rates or, what amounts to the same, the adoption of a common 
single currency. The pros and cons of such a regime are probably best 
summarised in the terms familiar from the early discussions on optimal 
currency areas. The main advantage of a single currency lies in the reduction, 
if not complete elimination, of various transaction costs which, furthermore, 
can enlarge the dimension of markets by facilitating a better use of economies 
of scale, thus adding to economic growth. The main disadvantage is the loss of 
-an instrument to ease the adjustment to economic shocks: the possibility of 
changing nominal exchange rates and of offering national monetary policies a 
greater degree of freedom in being geared toward domestic objectives. 

Analogous arguments can be applied to the costs and benefits of an 
exchange rate regime with fixed but adjustable rates. If successful, the regime 
can reduce exchange rate variability and thus generate some of the same direct 
and indirect economic benefits as a Monetary Union, although on a smaller 
scale. Smaller benefits are fortunately associated with smaller costs, since the 
policy instrument will remain available: when it is really needed, parities can be 
changed. From this angle, exchange rate regimes do not seem too bad a deal: 
for a, perhaps small, reduction in benefits the loss of a valuable policy 

instrument can be avoided. The trouble is that in the real world the deal is 
rarely so unequivocal. Exchange rate arrangements have shown a tendency to 
break down suggesting that under certain circumstances the costs of maintain- 
ing the exchange rate system were felt to be excessive. Why is that so? 

In order to understand the reasons behind the difficulties experienced with 
systems of fixed, but adjustable parities, it may be useful to start from the cir- 
cumstances in which the exchange rate should be adjusted. 

The need for a parity change can arise, as is well known, from two different 
developments: 


* The author expresses his own views. 
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a) The occurrence of asymmetric shocks which affect permanently or tem- 
porarily the equilibrium real exchange rate. As an example, let us think of 
a scenario in which the reform process in Eastern Europe succeeds and 
owing to markedly lower wage costs these countries will be highly competi- 
tive in low-technology manufactures and agricultural products. Given their 
different economic structures not all countries in Western Europe would be 
affected in the same way by the growing competition, and thus a change in 
the exchange rates between their currencies could be helpful to cushion, at 
least partially, the effects of the fall in demand. 

b) Divergent economic performances — reflecting either structural differences 
in growth potential or the protracted divergence of some policies, such as 
persistent fiscal expansion — which also alter the equilibrium real exchange 
rate and, in a world where prices and wages are sticky, are thus best accom- 
modated by a change in the nominal exchange rate. 

Shocks are sudden and unexpected, lead to “jumps” in equilibrium 
exchange rates, and hence there is a sufficiently precise indication for the 
appropriate timing of a change in parities. In contrast, the effects of structural 
and/or policy divergences are typically felt only gradually. Changes in the 
equilibrium exchange rates are creeping and imbalances build up slowly over 
time, and this poses difficulties to decide when the change in parities should be 
made. Indeed, like visits to the dentist, devaluations are typically delayed until 
the pain becomes unbearable. 

But apart from the difficulties linked to the decision of the timing, a bigger 
problem has to be faced when changing parities: the choice regarding the size 
of the realignment. The issue is not new, but it is as thorny as ever both for 
policy-makers (meetings where realignments are decided normally end in the 
middle of the night, no matter when they start) and the economists, as shown 
by the formidable technical difficulties, as well as by the need to rely on ques- 
tionable assumptions, which are associated with the estimation of FEERs 
(Fundamental Equilibrium Exchange Rates). 

However, it should be borne in mind that these questions relating to the 
appropriateness of parities hinge more or less implicitly on the view that the 
determinants of the exchange rate movements ultimately reside in develop- 
ments in the real economy. The often referred to criteria of Purchasing Power 
Parity and Current Account Sustainability just reflect this view, i.e. exchange 
rates are looked at primarily against the background of movements in the 
relative price of domestic and foreign goods. 

But even casual observation is sufficient to realise that exchange rate fluctu- 
ations have a very weak link with these factors, especially in the shorter run. 
Since the emergence of euromarkets, and in particular after the widespread 
abolition of capital controls, exchange rate fluctuations have originated 
primarily in capital markets. Exchange rates, like any other asset price, are 
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then determined by stock equilibrium and portfolio considerations. Nominal 
exchange rates come to depend mainly on the risk/return characteristics which 
markets participants attribute to each currency on the basis of present and 
expected interest rates. Interest rates, in turn, are influenced by the authorities’ 
actions and so markets focus on present and expected policies, or; more 
generally, on the wide range of factors which can affect policy choices. 

In so far as this characterisation captures the essential features of exchange 
rate determination, it follows that the maintenance of nominal parities is not so 
much challenged directly by the shocks affecting the real side of the economy 
or by the anticipation of the longer-term impact of current policies. Rather, the 
main challenge comes from any market perception, accurate or whimsical as 
the case may be, that policies or policy intentions will change. This reasoning 
implies that the stability of nominal exchange rate parities is attainable if, and 
only if, markets perceive present and future policies to be compatible with a 
given constellation of exchange rates. The criteria employed by market par- 
ticipants to assess such a compatibility are, as a matter of fact, shrouded with 
mystery. It may perhaps be reasonable to surmise that the factors considered by 
markets in their assessment are not very different from the fundamentals 
resting in the real side of the economy and therefore market views will 
eventually converge to the opinions of authorities and economists. Yet, the 
important point here is to note that, for maintenance of exchange rate stability, 
it is not so much the present policy stance which matters, and possibly even less 
the policy intentions announced by the authorities. What matters most are the 
market expectations of future policy actions. 

As a result, the scope for autonomous policy actions on the part of par- 
ticipating countries is considerably narrowed by the objective of ensuring that 
the parities are sustainable, that is, are not challenged by violent speculative 
attacks. For this policy stances of the various countries must not only be 
credible and time-consistent at the national level but must also be perceived as 
mutually consistent in the eyes of the market. 

Is this an advantage or a disadvantage? 

-As usual in economics, it depends. It depends on the degree of economic and 
financial integration between the countries involved, on the type of shocks 
prevailing at a particular point in time, on the credibility of the different 
national authorities; not to mention broader political objectives, which are 
often forgotten in economic analysis. It is apparent that plenty of factors may 
affect this assessment, but it may be useful to focus on the distinction between 
small and large countries. 

Small countries (which import sizable spillover effects from the policies and 
shocks affecting large countries but do not exert a significant influence on 
foreign economic conditions) may, for two kinds of reasons, find exchange rate 
targeting a useful strategy for the orientation of domestic policies. With regard 
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to the conduct of monetary policy, the analysis by Turnovsky' has shown that 
the choice of the exchange rate as an intermediate target may present “techni- 
cal” advantages on the basis of the classic arguments a la Poole which link the 
choice of the optimal monetary instrument to the type of shocks hitting the 
economy. In addition, exchange rate targeting may present other advantages, 
as it can enhance the credibility of the authorities through exerting a discipli- 
nary effect and through the “borrowing” of foreign authorities’ anti-inflatio- 
nary stance so much emphasised in the discussions about the ERM. 

These benefits, however, can basically be reaped by small countries through 
a unilateral exchange rate pegging with no particular need, on economic 
grounds, for an exchange rate regime which implies some form of mutual 
involvement in the setting and maintenance of parities. Both authorities and 
market participants in fact know that the large country will have a limited 
economic interest in the success of the pegging, since the economic influence 
exerted by the small country is in any case not very significant. Recent 
European events tend to confirm that the reference to a multilateral framework 
is not crucially important for the success of the pegging strategy pursued by 
small countries: the link to the Deutschemark has been successful for countries 
both within (Netherlands) and outside the ERM (Austria), while at the same 
time it proved difficult for countries both within (Denmark and Ireland) and 
outside the ERM (Sweden’s and Finland’s link to the ECU). 

The situation is very different for big countries characterised by a high 
degree of interdependence stemming from the importance of the reciprocal 
spillover effects associated with economic shocks and policies. When economic 
interlinkages are important, the management of an exchange rate regime 
requires a close co-ordination of policies. Even the benign neglect of one large 
country could be sufficient to undermine, either de facto or in the eyes of the 
markets, the consistency between prevailing parities and actual as well as 
expected policies, since this attitude would imply that the consequences of 
economic interdependence are not fully considered in the setting of policies. 
Indeed, the strong pressures towards policy co-ordination which are inherent in 
an exchange rate arrangement may be regarded as the main advantage of the 
pursuit of exchange rate stability, in that countries are “forced” to internalise 
spillover effects and to avoid beggar-thy-neighbour policies, such as competi- 
tive devaluations. Moreover, there is the possibility that peer pressure among 
large partners results in a discipline effect and triggers a virtuous circle of 
stability-oriented policies. 

Still, in practice exchange rate systems rarely deliver these results for 
extended periods. There are several reasons for that: 

Firstly, the understanding of the mechanisms and transmission processes 
through which policy instruments are linked to policy objectives is limited, as 
shown by the continuing controversy regarding the properties of competing 


261 


econometric models, both for single countries and at the multi-country level. 

More importantly, national policies are ultimately decided in a decen- 
tralised way by several authorities, which may often be, if not in conflict, in less- 
than-full agreement even at the country level. The attainment of consensus on 
such wide a basis as the one required to ensure the effective and cohesive co- 
ordination of economic policies which should underpin a robust exchange rate 
regime is a formidable task, if only because of the sheer number of decision- 
makers potentially involved. 

Even more importantly, international policy co-ordination can only be a 
voluntary undertaking. There are often incentives for the single country to 
deviate from the co-operative behaviour and chances are that the inefficient 
non-co-operative solution may prevail, as illustrated by the example of the 
prisoner dilemma. General declarations of goodwill and precise policy 
intentions may not convince markets: even in the absence of shocks, parities 
will be vulnerable if authorities, for some reason or another, are expected to 
deviate from the path of policies which is perceived to be consistent with the 
maintenance of exchange rate stability. Needless to say, difficulties are 
compounded in the case of asymmetric shocks which give rise to obvious policy 
dilemmas. 

All these arguments point to the importance of combining an exchange rate 
system with a mechanism to mitigate policy conflicts when they arise. Of 
course, a precise definition of the rules of the game in case of disagreement 
could go a long way in guaranteeing that the policy actions necessary to the 
maintenance of the system are undertaken. And market participants would 
then have less reasons to doubt that mutually consistent policies would be 
actually implemented. 

Is the establishment of such an effective mechanism possible or will we — 
even with all best intentions — be left with the notorious “let us agree to agree”, 
which implies that when conflicts occur negotiations start afresh with no pre- 
sumption that the consensus on a consistent set of policies will eventually be 
reached? 

Once again there is no panacea. Whether it is realistic to believe that the 
smooth solution of conflicts is possible and that solid, welfare-improving 
exchange rate regimes can be established depends on a host of factors. But two 
of them seem the most important. In the first place, the effort of close policy co- 
ordination must be worth the national authorities’ while. The gains which are 
expected from co-operation must be substantial. Unfortunately, the evidence 
on this issue obtained from economic and econometric analysis is far from con- 
clusive, as recently reasserted by the studies collected in the volume Evaluating 
policy regimes edited by Bryant, Hooper and Mann, from The Brookings 
Institution. Secondly, the time horizon which underlies the choices of the 
policy-makers must be sufficiently long, if the exchange rate agreement is not to 
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hold only during good times. When a policy conflict arises, say because 
economic cycles are not perfectly synchronised, even an agreement on how to 
respond jointly will imply that there are losers and gainers, at least in terms of 
the policy objectives which national authorities initially set. Such an outcome 
will be acceptable only if each party is expecting future benefits and is willing 
to wait long enough for the gains to take place. 

Even tentative conclusions are difficult to draw on such a complex and con- 
troversial matter as the costs and benefits of exchange rate regimes. However, 
the arguments I have presented suggest that if a country is willing to pursue an 
unequivocal commitment to the exchange rate, this strategy can be successful 
if two conditions are satisfied: if the implied loss of autonomy is accepted 
without raising serious internal controversy and if consistent macroeconomic 
policies are actually implemented, leading foreign exchange markets to believe 
that appropriate policies will also be carried out in the future. When exchange 
rate regimes are instead based on an agreement which is multilateral in its 
essence, they require a close policy co-operation and the establishment of a 
mutually-agreed mechanism to solve conflicts when they arise; only then could 
they be expected to be successful and to hold also during difficult times. But the 
common framework necessary to satisfy these conditions implies that countries 
are willing to relinquish to a significant extent domestic autonomy in exchange 
for a jointly exercised autonomy. In the final analysis this may indeed imply 
creating a strong institutional framework which would mean in practice a move 
in the direction of Monetary Union. If exchange rate systems are not reinforced 
by such co-ordination mechanisms, either because they are not politically 
acceptable or because the economic benefits are seen to be insufficient, 
exchange rate regimes are likely to function satisfactorily only for a limited 
period of (good) time(s) and in the absence of asymmetric shocks and policy 
conflicts. 


NOTES 


1. Turnovsky, S. J. (1984) “Exchange market intervention under alternative forms of exogenous 
disturbances”, Journal of International Economics, pp. 279-297. 


Comment on André Icard: Monetary Policy and 
Exchange Rates: The French Experience 


RALPH C. BRYANT 


The Brookings Institution 


1. INTRODUCTION 


My comment on Mr. Icard’s paper will address broad issues about the conduct 
of French monetary policy and about exchange rate stability. I will sharply 
question several of the main themes emphasized in the paper. 

My comments may have rather too much the flavor of a North American 
perspective, for which I ask forgiveness in advance. North Americans are 
frequently not well enough informed about European problems, or do not 
grasp some important nuances of the issues. Yet to some extent a transatlantic 
gap in understanding is probably inevitable. My hope is that mutual learning 
can take place if we North Americans constructively voice a different perspec- 
tive, even if we do get some of the nuances wrong. 


2. DOMESTIC MONETARY CONTROL COMBINED WITH AN EXCHANGE 
RATE PEG? 


My first major puzzlement is about the contention that it is possible for France 
both to maintain an exchange rate peg and to successfully pursue a domestic 
monetary aggregate target. Mr. Icard acknowledges on page 248 that many 
analysts regard these two objectives as — at least sometimes, and possibly most of 
. the time — incompatible. But he is less than fully persuasive in rebutting this 
concern. 

One conceivable way of removing my puzzlement would be to argue that the 
French variety of intermediate monetary targeting is the “compromise” soft 
version, of the sort alluded to yesterday afternoon by Andrew Crockett. Under 
this hypothesis, the French monetary aggregate target (formerly M2 and now 
M3) is a device for signalling aspirations about long-run inflation control, which 
has communicative value in influencing expectations. But in this interpreta- 
tion, the monetary targeting is very loose (in any operational sense) and unam- 
biguously plays second fiddle to the exchange rate peg. 

One must read carefully between the lines in the Icard paper if the preceding 


263 


J.A.H. de Beaufort Wijnholds, S.C.W. Eijffinger and L.H. Hoogduin (eds.), A Framework for Monetary 


Stability, pp. 263-268. 
© 1994 Kluwer Academic Publishers. Printed in the Netherlands. 


264 


interpretation is correct. If, instead , one argues that the French monetary 
ageregate target is of the serious, strict variety, I cannot make my puzzlement 
go away. 

Of course I can imagine that the exchange rate peg and a domestic aggregate 
target can be compatible during some periods of favorable conditions. For 
much of the 1980s, for example, probably everyone believes that the exchange 
rate peg served French interests well. French commitment to reducing inflation 
was anchored to the already credible reputation of the Bundesbank as an 
inflation fighter, which over time permitted the gradual build-up in reputation 
of the French government itself. During this period, moreover, the domestic 
monetary target and the exchange rate peg would probably not have been 
incompatible in any serious way, and the two may to some extent have 
reinforced each other. 

But in recent years, since the onset of German reunification, the compatibil- 
ity of the two appears to me to be very much in doubt. The barest outline of the 
familiar story reveals the conflict. German reunification placed immense 
strains on the German government budget. Unfortunately, decisions were 
made in Germany to deal with these strains by permitting the budget deficit to 
bloat rather than by raising tax revenues. The Bundesbank was forced to 
tighten German monetary conditions sharply, producing the undesirable mix 
of lax fiscal policy and stringent monetary policy. The strong upward pressure 
on the Deutschemark to appreciate was resisted, which necessarily transmitted 
high German interest rates to the other ERM countries. High French interest 
rates in turn caused weaker than hoped-for growth in domestic monetary 
aggregates, especially in 1991 (which caused in part the shift from an M2 to an 
M3 target) and apparently also this year in 1993. 

The recent past thus seems to me a classic example of a situation in which a 
domestic monetary aggregate target was incompatible with maintenance of the 
exchange rate peg, and de facto (though not in the rhetoric) the domestic target 
had to be abandoned to keep up the defense of the exchange rate peg. A few 
sentences in Mr. Icard’s paper acknowledge the conflict. But his language is 
very guarded. And, for my taste, he downplays the difficulty of the tradeoff 
between the external and domestic objective and the hard choices confronting 
the French government. 

I can’t take more time to venture into other aspects of monetary targeting in 
France. And in any case, the really overriding issues turn on the exchange rate 
peg itself. 
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3. FOREGOING THE OPTION OF EXCHANGE RATE ADJUSTMENT? 


Mr. Icard emphasizes that “stable exchange rates are imperative for Europe 
and for France.” President Duisenberg in his speech at the dinner last night 
emphasized the overriding importance, in his view, of intra-European 
exchange rate stability. 

In North America, as you know, a majority of economists and policy-makers 
tend to be skeptical about foreswearing the possibility of changes in exchange 
rates as an economic adjustment mechanism. 

It is not so clear why there should be as large a difference in presumptions 
as typically is observed. As economists, we all have equal access to the 
extensive literature on exchange rate arrangements and so-called optimal 
currency areas. The general theoretical considerations are not so controversial: 
— National economies between which labour is highly immobile are poor 

candidates for exchange rate pegging or monetary union. When labour can 

move smoothly across the borders of national economies, on the other hand, 
macroeconomic adjustment need not rely as much on flexibility in the real 
exchange rate. 

— If economic disturbances tend to be predominantly nation-specific, the case 
is strongest for maintaining separate national currencies and for individual 
nations pursuing autonomous macroeconomic policies. Conversely, if 
shocks are shared or relatively symmetric across countries, a common 
monetary policy may promote economic adjustment fairly smoothly. 

— When a national economy is very open to the rest of the world, the means-of- 
payment and unit-of-account services provided by a separate domestic 
currency may be less beneficial than the corresponding services provided by 
an external, widely used currency. 

— Fixed exchange rates and currency unification are relatively more attractive 
to smaller than to large economies. 

— Inflation-prone countries may be able to profitably peg their currencies to a 
foreign trading partner whose central bank credibly maintains a nominal 
domestic anchor. Conversely, if one’s own country is less prone to inflation 
than others, flexibility of the exchange rate can help to insulate the domestic 
economy from foreign monetary mistakes. 

— Nations or regions within which institutions exist that facilitate fiscal 
federalism are more propitious candidates for exchange rate pegging or 
monetary union than those in which such institutions are absent or weak. 

Political considerations are no less important. For example: 

— Nations and governments wanting to maintain open goods markets may wish 
to try to suppress exchange rate flexibility and/or opt for currency unification 
as a way of warding off pressures for protectionist restrictions on cross- 
border trade. 
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~ Cross-border cooperative arrangements for sectoral policies — the Common 
Agricultural Policy being the archetypal example — are more difficult to 
maintain in the face of frequent adjustments in exchange rates. 

~ Separate currencies are viewed politically as a key symbolic attribute of 
national sovereignty. Monetary union cannot occur without a marked 
diminution in this political preoccupation. 

— A nation might want to surrender monetary sovereignty in exchange for 
political gains in some other issue area (e.g., the contention that Germany 
has been a supporter of EMU because it would gain in exchange an expanded 
role in the formulation of an EC-wide foreign policy). 

Analytical agreement on propositions such as these is fairly high. Nevertheless, 

North Americans and Europeans seem to give different weights to the general 

considerations and to come out very often at different points on the questions 

of if, when, and how a European nation may be better off by foreswearing the 
possibility of exchange rate adjustment. 

Europeans, for example, seem to believe that the single market would be 
jeopardized seriously, in part because of protectionist backsliding, if exchange 
rates are adjustable. They emphasize the difficulties of adjusting the “green” 
exchange rates in the Common Agricultural Policy. They conjecture that a 
common currency would substantially reduce transactions costs. They under- 
standably stress the high degree of trade and financial interdependence among 
EC economies. And so on. 

What puzzles many North Americans, on the other hand, is the tendency to 
give relatively small weight to the analytical points about asymmetric shocks 
and limited factor mobility. 

Let me come back again to the salient example of the German reunification 
shock. By disallowing an appreciation of the Deutschemark after it became 
clear that the policy mix in Germany was going to be skewed toward lax fiscal 
policy and very tight monetary policy, the ERM countries ensured that all 
ERM countries would have to experience together this skewed policy mix. A 
real supply-side shock of the magnitude occurring in Germany is a paradigma- 
tic example of an asymmetric real shock that ought — other things being equal 
— to be considered as a candidate for producing adjustment of the real exchange 
rate (in this case between Germany and its major trading partners). With 
relatively low labour mobility among Germany, France, and other EC 
countries, the unwillingness to facilitate adjustment partly through changes in 
real exchange rates has markedly adverse consequences for French 
employment and output. 

To many of us in North America, the costs of this foreswearing of exchange- 
rate adjustment seem high indeed. And the politics are also hard for us to 
understand. 


If I had been a French citizen in the last several years, I would have been 
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quite restive with political and economic developments within Germany and 
how France was forced to dance to the tune of those developments. I can 
imagine arguing “we French attached our anti-inflationary policies to Germany 
— thinking of Germany as a credible, stable monetary center. And then, alas, 
we find that major shocks originated in the center itself. Did Germany give 
significant weight to community-wide welfare in making its macroeconomic 
policy decisions? Apparently not. Is it then appropriate for us in France to 
make large sacrifices for community welfare and for building European institu- 
tions? Is the benefit-cost ratio for France really high enough to continue fores- 
wearing adjustment via change in the real exchange rate?” 


4. WHAT HAPPENS NEXT ABOUT EXCHANGE RATE ARRANGEMENTS? 


Unhappily or fortuitously, whichever is the appropriate perspective for France 
and the rest of Europe, the last 15 months in the ERM/EMS have forced a 
retreat from the dominant role of an exchange rate peg. A significant amount 
of exchange rate adjustment has occurred, albeit of course with some disagree- 
ment about whether the changes have been in accordance with economic “fun- 
damentals.” 

Even if one accepts the premise that monetary union is eventually the 
appropriate institutional framework for Europe, or at least a core of Europe, 
the road to that objective seems even longer and bumpier than many thought 
it was in the first half of 1992. Realistically, the wide bands in the ERM 
prevailing today seem unlikely to be narrowed again in the short run, quite 
possibly not even in the next several years. I am unable to tell from the 
balanced, cautious language in Mr. Icard’s paper — or from President Duisen- 
berg’s crafted remarks last night — just what the committed but realistic long- 
run supporter of EMU ought to hope for about a re-narrowing of the bands and 
further concrete steps toward monetary union. 

I confess to some cowardly agnosticism myself about the appropriate long- 

‘run attitude. 

Economists, especially North American economists, make several analyti- 
cally sound arguments about why European monetary union may not be 
feasible, or why it would be costly even if it were feasible. But perhaps those 
economists need to be reminded of the attitude embodied in a famous remark 
of Benjamin Jowett, the classical scholar who many years ago was head of 
Bailliol College Oxford. When a young woman came to Jowett with many 
difficult theological questions, he is supposed to have said to her: “My dear, 
you must believe in God no matter what the theologians say!” Perhaps, just 
perhaps, we need to believe in European monetary union despite what the 
economists say. 
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But as a North American skeptic, someone who finds it difficult to keep sup- 
pressing how expensive it might be for European economies to foreswear 
exchange rate adjustment until many other structural changes will have been 
made, a cross-cutting theological aphorism also pops into my head. EMU may 
symbolize stability and virtue, analogous to the cross on the cathedral’s altar 
table. But, says the cautious whisper of the skeptic: “Le diable se couche 
derriére la croix” (the devil hides himself behind the cross). And while EMU 
might eventually bring European monetary salvation, there may be numerous 
dances with the devil before the goal really comes within reach. 


SESSION VI: MONETARY POLICY IN EASTERN 
EUROPE AND LATIN AMERICA 


Can Russia Control Inflation? 


te RICHARD LAYARD! 


London School of Economics 


1. THE RECORD 


In the most essential ways, the generation and control of inflation in Russia 
happens in the same way as in any other country: 


(i) Money affects real interest rates and thus real aggregate demand (with a 
lag). 

(ii) Real aggregate demand affects inflation (with a lag). 

In addition, since Russia is a rather open economy (with exports equal to nearly 

a half of GNP’), there is an important transmission mechanism through the 

exchange rate: 

(iii) The real interest rate affects the real value of the rouble, with low real 
interest rates lowering the value of the rouble and thus directly fuelling 
inflation. 


Let us review the history, beginning with monetary growth and its effect on 
inflation. This is shown in Figure 1. 


| 
Be FY EE 


MZ erowtihtG 4 itt ©. DA Sr See Inflation (CPI) in month t+4 


Per cent per month 


+ - $$ fp <p p —_ + —_t —_ + —_ +—_ +I 
Ph Oe PED OE MS One Ki 

SRR S Ree RAS SR EEE EH E SE 
d é d jar Se Di 2 
a pe eee mal ee SS ge eager 
Bog SF 2 ER BoSe S808 Ak isyptod #qtue 


Figure 1. Monetary growth and subsequent inflation. 
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Monetary policy has gone through three main phases. The first phase from 
January to June 1992 was one of relative tightness. On January 2nd most prices 
were liberalised and jumped on average by a multiple of 3.5. But the central 
bank did little to accommodate this increase, since the aim of the liberalisation 
was to eliminate the pre-existing monetary overhang. Instead the bank pursued 
a quite cautious policy, which led to a money growth Mp of around 10% per 
month up to May 1992. 

But by that time strong pressure had developed in favour of greater credit 
expansion. At the meeting of the Congress of Peoples’ Deputies in April, one 
enterprise director after another spoke of the shortage of working capital, and 
from June onwards the authorities responded. In the orgy of credit creation in 
“phase 2” the central bank, which comes under the Supreme Soviet, happily 
took the lead.* But the reform members of the government were also forced 
unwillingly to agree to large “directed” credits through the Ministry of Finance. 
As aresult monetary growth leaped up to over 25% per month for the next five 
months. 

This had a disastrous (lagged) effect upon inflation (see Figure 1). In 
response to the relatively responsible policy at the beginning of the year, 
inflation had fallen steadily to around 10% per month in August. But it then 
leaped to a plateau of around 25% per month for the rest of the year. By the end 
of the year there was a general fear of hyper-inflation. 

This led to a third phase of monetary policy (more restrained), which began 
with Yegor Gaidar’s establishment of the Credit Commission in October 1992 
and was intensified with the appointment in January of Boris Federov as 
Deputy Prime Minister for macroeconomics. He at once announced targets for 
the growth of central bank credit up to the end of the year. These were to follow 
a declining growth path, reaching roughly 20% per quarter in the third quarter 
and 15% in the fourth. In April the central bank agreed to the target for central 
bank credit in the second quarter, and in consequence credit growth fell from 
57% in the first quarter of the year to 38% in the second quarter. (The target 
was 32%.) In May the government and bank agreed with the IMF on the targets 
for central bank credit mentioned earlier, which do not include the credits 
provided to the government by the IMF. But unfortunately performance in the 
third quarter was nearer to 40% rather than the target of 20%. 

The more responsible “phase 3” monetary policy has already led to some 
improvement in inflation, which has fluctuated around 20% a month since 
March. However sustained improvement will depend heavily on what happens 
in the rest of the year. 

The fundamental problem in controlling inflation is that in the short-run this 
involves a fall in output. The Phillips curve is alive and well in Russia.‘ Inflation 
only falls when output falls. Tight money does not immediately reduce 
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Figure 2. Effect of real balances on output (5 months later). 


inflation. It reduces real balances which in turn reduces output, and thus 
ultimately inflation. 

Figure 2 shows the history of real balances and of output (net of trend). As 
can be seen, the tight money policy of the first half of 1992 led to a steady fall 
in real balances, which in turn accelerated the fall in output. But from June to 
October real balances rose, leading to a stable level of output from September 
until early 1993. Since then output has again been falling, due to the tighter 
stance of monetary policy. 

Real balances affect real output partly through their effect on real interest 
rates. Market real interest rates have risen from around minus 14% in 
November 1992 to around minus 4% in mid-1993 (see Figure 3). And the 
central bank refinance rate has now moved up to close to the market rate. 
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Figure 3. Real money balances and the real interest rate. 
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The real interest rate affects not only output but also the real value of the 
rouble, as is predicted by the standard interest parity condition and the notion 
that in the long-run the real exchange rate is determined by real rather than 
monetary forces. Real interest rates have risen sharply from around minus 14% 
November 1992 to around minus 5% in mid-year 1993. This is the main explana- 
tion for the sharp real appreciation of the rouble since mid-June. From mid-June to 
late September (when the Parliament was dissolved) the nominal value of the 
rouble was roughly constant at around R1000 to the dollar. This is perhaps the 
most tangible success of the new monetary policy. A rise in the dollar wage 
(from 25 in November 1992 to 60 in August 1993) can only be good for inflation. 
Following the suspension of Parliament the exchange rate fell to nearer R1300, 
due to increased uncertainty. Since then new policy measures have been 
announced and their effects on the exchange rate remain to be seen. 
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Figure 4. The real interest rate and the real exchange rate. 


Can the policy last and can Russia really control inflation? There are a number 

of major problems which we have to consider: 

(i) Can central bank credit to the budget and to enterprises be controlled? 

(ii) What about credits to the rouble area? 

(iii) Will control of central bank credit lead to control of commercial bank 
lending? 

(iv) May not velocity explode? and 

(v) What about inter-enterprise credit? 

In the rest of the paper we address these issues in turn. 


2. CENTRAL BANK CREDIT, UNEMPLOYMENT AND GRADUALISM 


The biggest single problem is controlling central bank credit. In 1992 the 
growth in central bank credit equalled 40% of GNP.» This level of seigniorage 
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is almost without parallel and was only possible because Russia’s primitive 
payments system prevented an increase in the velocity of circulation of money 
(see below). 

If inflation is to be controlled, new central bank credit will have to be 
severely curtailed. According to the agreement reached in May with the IMF, 
central bank credit (excluding that financed by sale of IMF dollars) would grow 
by the following percentages of GDP:° 


1992 40 
1993,0)2 14 
1993 Q3 i 
1993 Q4 5 


This would be difficult to achieve because of pressures coming from all three 
recipients of central bank credit — budget, enterprises and other CIS states. In 
many ways the distinction between finance for the budget and for enterprises 
is somewhat artificial, since the budget props up enterprises through explicit 
subsidies, while credits at negative real rates do the same through an implicit 
subsidy from the banking system. 


The budget 


Even so, it is worth recording that the budget (and extra-budgetary funds) have 
not been the main sources of credit creation. In 1992 total taxes (including 
revenue of extra-budgetary funds, like the Pension Fund) amounted to around 
60% of GNP — almost exactly the same as total expenditure.’ The record of tax 
collection has been one of the unsung triumphs of the economic reform. 

In 1993 the balance of the rouble budget was positive up to the middle of the 
year — due as before to the principle of sequestering applied by the Ministry of 

Finance. In July however the Supreme Soviet made a bigger challenge on the 
budgetary front than ever before and this (together with its attack on privatisa- 
tion) was a major factor leading to the dismissal of the Parliament. 

Given the huge pressure for credit to enterprises, the optimal target for 
credit to the government (excluding credit to enterprises) is negative. To 
achieve such a balance will require further efforts to increase government 
revenue especially from the energy sector. After the July price rise the price of 
gas was still only about 10% of the West European level (at the prevailing 
exchange rate), and taxes on gas are minimal (a 15% excise). Russia should be 
using its huge energy sector as a milch cow for the budget. 

An important step towards non-inflationary budgetary finance would also 
be the sale of government bonds. The government is currently taking a small 


274 


step in this direction, but the scope for this is limited due to the current popular 
distrust of government. 


Credit for enterprises 


In any event the main problem has been and remains the problem of finance for 
enterprises (whether “directed credits” issued through the Ministry of Finance 
or commercial credits through the commercial banks). This is the area where 
the main macroeconomic battle has been fought and will continue to be fought. 
Enterprises want credits above all to pay wages,” and to avoid the pain of 
restructuring. In 1992 inflationary finance provided them with a major transfer 
of resources from households, as the following figures show: 


% of GDP in 1992 
Credit to enterprises J 
—Inflation tax onenterprises —21 
Net transfer to enterprises 10 
Inflation tax on households 14 


The real money balances of households are now so low that the scope for any 
future transfer to enterprises is limited. Enterprises now pay nearly all the 
inflation tax — a fact which should make them less enthusiastic about inflation- 
ary finance. But there will still be enormous pressure for finance to avoid 
layoffs, i.e. inflationary finance which transfers resources from sound enter- 
prises with good bank balances to weak ones that may never repay their debts. 

Will such pressures prevail? Two main arguments are used in favour of 
credits — that they will prevent unemployment and that they will enable enter- 
prises to continue to finance housing and health care. 


Unemployment 


At present Russia has an official unemployment rate of 1.4%’. This is clearly 

well below any conceivable long-run equilibrium rate of unemployment, which 

is roughly 9% in Western Europe and perhaps the same in Poland and 

Hungary. Unless Russia moves at a reasonable pace towards its equilibrium 

unemployment rate, inflation is bound to increase. Will Russia choose 

unemployment or hyper-inflation? 

There are some grounds for optimism: 

(i) Public opinion polls reveal strong aversion to inflation. Inflation affects 
everybody. Unemployment will affect a minority, though the fear of 
unemployment is of course widespread. 
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(ii) Resignation in the face of misfortune has been a long-standing feature of 
Russian life. This is reflected in the absence of organised social protest 
against the economic reform, and in the weakness hitherto of the trade 
union movement (though this could change in the absence of easy wage 
increases). 

(iii) Even in the West unemployment has on most occasions, but not all, led to 
apathy rather than unrest. 

However there are two special features in Russia which give ground for 

concern: . 

(i) Enterprises are major providers of social services, especially housing, 
health, kindergartens and holiday facilities. Unless housing and health can 
be off-loaded onto local government, enterprises will be able to mount a 
convincing argument that they should be supported. And if these respon- 
sibilities are transferred to local authorities, this will put more strain on the 
budget. 

(ii) For the next nine months Russia will be in an election campaign (for the 
Duma in December and for the President in June). This will make tough 
policies difficult, so that it remains quite likely that stabilisation in Russia 
will happen by stealth. 


Gradualism 


Such a gradualist stabilisation would be very unusual by world historical 
standards. Is it conceivable? 

There are standard arguments to the contrary, which go roughly as follows. 
A policy can only work if it shows results. So long as inflation is high, everybody 
waits till they know what relative prices will prevail. Sales of goods whose prices 
are held down (like energy) remain low, waiting for future price rises — and this 
adds to the shortages. Investment is suspended and barter is everywhere. 
Enterprises with bad debts gain at the expense of those with solid bank 
balances. On this view the situation deteriorates steadily till a clean break is 

“made. 

That view may well be correct for standard capitalist economies. It is not so 
clear for a transforming economy, where the scope for improvement is so great 
that it may occur even in an environment of macroeconomic disorder. Indeed 
some Russians concerned with privatisation believe privatisation will work 
better in an environment of abundant inflationary finance rather than one of 
monetary tightness. 

I doubt the last of these arguments. My own preference would be for a clean 
and quick stabilisation. But as a forecaster I would not rule out the possibility 
of a gradual stabilisation by stealth. 

The government’s current plan falls in between the extremes of stealth and 
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shock therapy. It involves a clear timetable for disinflation, but no specific 
moment of stabilisation. 

The timetable is a timetable for central bank credit. This involves not only 
tight credit for the Russian economy but also tight credit for the other former 
republics of the Soviet Union. 


3. THE ROUBLE AREA 


In 1992 about a quarter of new central bank credit went to the rouble area 
outside Russia. This financed the trade deficits of the other states with Russia. 
But the roubles thus created were of course paid to Russian enterprises and 
thus increased the base money supply in Russia. 

Up to July 1992 the provision of credit to other states was almost automatic. 
Each state’s central bank created its own non-cash roubles, and these could 
then be used to pay Russian suppliers. But from July 1992 onwards Russia 
refused in principle to accept net payments from other republics beyond agreed 
limits. All payments from (say) Kazakh enterprises to Russian enterprises had 
to be made through the Kazakh central bank and the Russian central bank and 
there were agreed limits to the extent of deficit permitted to the correspondent 
account of the Kazakh central bank with the Russian central bank. Thus in 
effect the (non-cash) Kazakh rouble became a different currency from the 
Russian rouble. 

But there was no organised foreign exchange market in Russia for 
exchanging these currencies. Bit by bit such a market is developing. Kazakh 
commercial banks can now hold correspondent accounts with Russian 
commercial banks in Moscow, so that some trade can be financed through 
direct bank-to-bank payments rather than through the Kazakh and Russian 
central banks. This will help the development of this foreign exchange market. 

But so far the existence of separate, non-convertible currencies has had a 
serious impact on inter-state trade. Inflation in each state has also wreaked 
havoc with trade, both between states and within. Barter is still amajor method 
of inter-state trade. 

There are now essentially two possible types of monetary arrangement to 
restore trade. One, favoured until recently by the IMF and the EC, is to 
maintain the single currency area with credit rationing by Russia, or at least to 
operate a fixed exchange rate system with current account convertibility and 
some kind of payments union or inter-state bank providing limited credit to 
deficit countries. The problem of any such system is that the pressure for excess 
credit creation would be intense. 

The alternative is separate currencies, floating against each other. This too 
would be subject to strong inflationary pressures. For Russia runs a massive 
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current account surplus with most other states. If this is cut speedily, it will 
cause major hardship and President Yeltsin does not want to sour relations with 
his neighbours. Thus it is not going to be possible to operate without some on- 
going rouble credits or subsidies to the successor states. 

But these need to be explicit acts of political will, and not a haphazard 
outcome of monetary operations. Any subsidies or credits to other republics 
should be included in government budgetary outlays and covered, if necessary, 
by credit issued to the government. 

The second approach seems less likely to lead to excessive credit creation. If 
eventually the other CIS states want to peg their currency to the Russian 
rouble, that would be fine. But first they must learn to manage their currencies 
on their own. 

The actual trend of affairs here remains somewhat unclear. In September, 
six countries signed up to a rouble zone controlled in principle by Russia, but 
involving dangers of massive credit creation. 


Foreign aid 


The final element affecting the generation of central bank credit is foreign aid. 
If this aid goes to the government (or central bank) the dollars can then be sold 
for roubles, thus reducing base money. 

The Russian GNP is so small (under $100 billion) that foreign aid can make 
an enormous difference. The IMF Systemic Transformation Facility is $3 
billion — of which the second half ought to be released and disbursed this year. 
The proposed Stand-By is $4 billion and if the government now produces a 
good programme that should begin flowing early in 1994. In addition trade 
credits should be provided as far as possible to the government — to be sold in 
exchange for roubles. Subsidised sales of such credits should cease, which will 
limit demand. But such finance can at least double the flow of dollar sales 
beyond that provided through the IMF and World Bank, " all of which will help 
to restrain the growth of central bank credit. 


4. THE PYRAMID OF CREDIT 


If central bank credit can be controlled, two further links must hold if inflation 
is to be controlled: 
(i) The money multiplier (M2/Mo) must not explode, and 
(ii) Velocity (PY/M2) must not explode. 
Let us consider first the money multiplier. 

Russia has a two-tier banking system with some 2,000 commercial banks, 
about 10 of which account for the vast majority of banking business. Some of 
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these ten are elements of the old structures (the savings bank, the agricultural 
bank, the industry and construction bank, the Moscow Business Bank and so 
on) and some are new. 

Commercial banks are subject to a required reserve/deposit ratio of 20% 
(since April 1992).!1 However they also hold excess reserves which have 
increased from almost nothing in April 1992 to over 15% of deposits (on 
average) in the early months of this year. The reasons for this increase are 
unclear. It is unlikely that the payments system deteriorated since April 1992, 
so we cannot assume that these excess reserves correspond to a necessary float. 
It is more likely that they are the accumulated effect of continued emission of 
central bank credit plus increasing uncertainty about the solvency of potential 
borrowers. The obvious danger is that, if credit emission becomes more 
restrained, this will lead banks to lend a higher fraction of their assets, thus 
offsetting in part at least the intended effect of the credit squeeze. 

As Rostowski shows,” this is a standard pattern in situations where credit 
growth first expands and then contracts: at first the money multiplier decreases 
and then (during the stabilisation) it expands. This has been found not only in 
Latin America but also in Poland and Yugoslavia. 

To guard against this danger, a number of policies are available. Raising the 
reserve ratio is a crude way, which could unfairly penalise banks with low 
existing ratios. A fairer method along these lines would be a new and higher 
marginal reserve ratio, so that extra deposits would require a higher addition to 
reserves. Alternatively reserves above some limit could be converted into 
bonds. But some kind of action does seem advisable. 

The second element in the money multiplier is the currency/deposit ratio. 
This too has risen from 20% when the reform began to over 30%. Nothing can 
be done about this but there is again the obvious risk that, if inflation comes 
down and payments systems improve, the currency/deposit ratio could fall, 
increasing the money multiplier. Thus the authorities need to keep a tight 
watch on M, as well as simply central bank credit. 


5. VELOCITY AND THE PAYMENTS SYSTEM 


But suppose bank credit and M; remain under control. Is this enough to control 
inflation? It depends of course on what happens to velocity. 

In most countries velocity rises when credit is easy, and it falls when credit 
is tight. This has not been the Russian experience. Figure 5 gives the history of 
velocity. It is not well correlated with inflation.!* The remarkable thing is how 
low velocity has remained, despite a year of 20-25% inflation per month. 

The explanation seems to lie in the crudity of the payments system. Firms 
can only draw currency to pay wages, which is done every two weeks as it has 
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Figure 5. Monthly velocity of Mp. 


been for very many years. And payment of non-cash money by money order is 
subject to unpredictable delays and obstruction, making it necessary for enter- 
prises to hold abnormally large bank balances. Dollars are used as a means of 
payment in quite limited sectors of the economy. 

But the situation is extremely fragile. The payments system is bound to 
improve now that correspondent accounts between banks are legal and all 
clearing does not have to go through the central bank. Similarly, dollarisation 
of transactions can easily spread, if inflation continues. The Tanzi-Oliveira 
effect is a less likely source of hyper-inflation, as most tax payments are made 
in advance on the basis of forecast liabilities. But a rise in velocity could quite 
easily come from nowhere. Enterprises already have dollar deposits of around 
$11 billion in Russian banks — roughly the same value as their rouble deposits. 
If the dollar became a regular means of payment, velocity could easily take off. 
It is this which makes progress in disinflation so vital. 


6. INTER-ENTERPRISE CREDIT 


There is a widespread belief that monetary policy cannot control inflation in 
Russia due to the absence of effective bankruptcy laws. According to this 
argument, if bank credit is squeezed, purchases and sales of goods will continue 
to occur at ever-rising prices, and firms will become more and more indebted 
to each other. 

This belief was reinforced by the “arrears crisis” of mid-1992. Under the old 
communist system, firms took limited responsibility for paying their bills 
(which corresponded essentially to the costs of physically allocated supplies). 
Instead bills were sent to the debtor’s bank, which paid them according to pre- 
assigned priorities as and when money came into the debtor’s bank account. 
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During 1992 overdue payments rose sharply from virtually zero to about 3 
months’ GDP by the middle of the year. Unfortunately, a netting-out process 
was instituted for all debts up to 1st July —so that all net debtors ended up clear, 
and net creditors were credited by the central bank’*. Since then many 
statements have been made ruling out any repeat performance, and urging 
sellers to check on the liquidity of their customers. More and more sellers now 
insist on prepayment. 

Since last autumn the arrears problem appears to have remained well under 
control, despite some vociferous complaints. At the middle of 1993 overdue 
payments to industrial enterprises equalled only half a month’s GDP —a quite 
respectable figure by Western standards”. 

As the credit squeeze tightens, the figure is bound to rise. But, so long as 
creditors do not expect to be paid if they sell to bankrupt enterprises, the 
arrears problem will remain under control. Even in 1992 it was completely 
wrong to assert that Western style monetary policy could not control inflation 
in the absence of effective bankruptcy laws. The whole of East European 
experience demonstrates this fallacy and it is equally fallacious in Russia. 


NOTES 


1. Iam extremely grateful for the help over the last two years in Russia of M. Ellam and P. Orszag, 
and for everything that I have learned from other colleagues, especially A. Aslund, P. Boone, 
B. Granville, A. Ilarionov, S. Ignatiev, J. Rostowski, J. Sachs and S. Vasiliev. The paper draws 
heavily on Russian Economic Trends, the monthly journal produced by the Working Centre for 
Economic Reform, Government of Russia in collaboration with the Centre for Economic Per- 
formance, London School of Economics, and published by Whurr Publishers (Fax: 
071.226.5290). For an interesting discussion of most topics covered in this paper see J. Sachs, 
“Prospects of Monetary Stabilisation in Russia” in A. Aslund, (ed.), Economic Transformation 
in Russia, Pinter Publishers, London, 1994. See also his earlier paper ‘Remaining Steps to a 
Market-Based Monetary System’, in A. Aslund and R. Layard, (eds.), Changing the Economic 
System in Russia, Pinter Publishers, London, 1993. 

2. This is at mid-1993 exchange rates which clearly undervalue domestic sales. Using this exchange 
rate imports were about 20% of GNP in mid-1993. 

3. Mr.Geraschenko became Chairman in mid-July. 

4. There are not enough time series observations to estimate the curve. But on a cross-section of 
38 manufacturing industries there is a clear relationship between the change in wages and the 
change in employment (comparing December 1992 with January/February 1991) —see Russian 
Economic Trends, Vol.2, No.2, p.65. 

5. Due to high central bank profits from interest charges and some accumulation of government 
deposits in the central bank, Mo grew by only about 25% of GNP. 

6. The government’s fourth quarter target is now unclear on the assumption that the second 
tranche of the IMF’s Special Transformation Facility is not now provided in the fourth quarter, 
as Originally planned. 

7. Russian Economic Trends, Vol.2, No.2, pp. 8-13. Other estimates are in the range 52-54%. 

8. An incomes policy could be very dangerous in the difficult political situation in Russia. 


14. 


13. 
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. A World Bank/Goskomstat household survey reports a figure of 3%. 

. The Bank is now negotiating a second Rehabilitation Loan of around $0.6 billion. 

. The ratio was 5% in January 1992 and rose in monthly steps up to April. 

. J.Rostowski, “Dilemmas of monetary and financial policy in post-stabilisation Russia”, in 


A.Aslund, (ed.), Economic Transformation in Russia, Pinter Publications, London, 1994. 


. The best explanation of velocity comes from the simple equation illustrated in Figure 1. 


According to that 

° |e ° 
where p is inflation and m is monetary growth. This implies that the change in velocity is 
y + p—m = y — (m - m4) which is dominated by the term (m — m4). Thus velocity rises ina 
disinflation, due to the lagged response of price inflation to reduced monetary growth. As we 
point out later, this relationship could easily change. 
It appears that total net debt equalled only about 14% of total gross debt (R450 billion, 
compared with R3200 billion). Most of the R450 billion was used to pay taxes. However one 
cannot be sure that, without the netting out process, most of the taxes would not have been 
paid in some other way. 
Total outstanding payments (overdue and other) to industrial enterprises amounted to just 
over one month’s GNP. 
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Stabilization and Monetary Reform in Latin America 


RUDIGER DORNBUSCH 


Massachusetts Institute of Technology 


Latin America does everything in extremes. In the past decade, many countries 
in Latin America have gone from the most dismal financial performance 
including hyperinflation and default to macroeconomic stabilization and 
institution building, financial opening and record returns to investors'. In some 
countries, notably Chile, the agenda has been completed: institutions, 
consensus, and a remarkable growth performance create a background that is 
likely to stand up. Other countries have gone some of the way — Mexico and 

Argentina, for example, but have left serious problems to be dealt with later. 

These include, specifically, very low rates of investment and crass overvalua- 

tion of their currencies. Finally, in Brazil reform has not even started. 

The paper reviews the inflation experience, issues of inflation stabilization 
and the special role of financial opening and international capital flows in this 
context. 

Latin America has struggled with inflation for 100 years’. In the late 19th 
century monetary instability and high inflation was a problem just as it was in 
the recent past. Uncontrolled issue of money, speculative frenzy, and collapse 
were the rule then as they have been in the 1980s. While there were instances 
of “chronic inflation” since the 1950s, the acute flaring up does not start until 
the 1970s and comes to full flower in the 1990s. Not all countries had a history 
of “chronic inflation” to use Pazos (1972) term. Notably Colombia, Mexico and 
Venezuela had very moderate experiences prior to the late 1970s. Moreover, in 
some economies inflation never went beyond the moderate range of say 15-30 
percent’. 

The origin of the 1980s inflation can be found in a conjunction of four 
developments:* 

— The tradition of some inflation, an acceptance of inflation or even a belief 
that inflation was an essential or at least inevitable part of the social and 
economic development process, and a monetary accommodation of 
inflation. 

— A return to the capital market in the 1970s with borrowing that had little 
regard, in most cases, for sound public finance or profitability criteria. 

— External shocks from oil and interest rates, including credit rationing. These 
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LATIN AMERICAN INFLATION PRE—CRISIS 


(Percent per Year) 


1953 | 1957 1961 1965 ] 1969 | 1973 1977 
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Figure 1. Latin American inflation pre-crisis. 


Table 1. Inflation performance (percent per year). 


50-60 60-70 70-80 80-91 1992 1993* 
Argentina 28 14 134 417 25 12 
Brazil 22 44 39 328 1,009 1,507 
Chile 38 33 188 21 15 13 
Colombia Tl Ji 22 DS 27 Day 
Mexico 7 3} 18 67 16 10 
Peru 8 9 30 287 74 50 
Venezuela 2 1 14 21 31 36 


* Most recent 12 months 
Source: IMF and World Bank 


shocks brought with them the need to depreciate the real exchange rate 

which, in the context of indexation, meant a sharp inflation boost. 

— Political opening, with the resulting challenge to deliver prosperity or at least 
minimize the impact of shocks and deny reality. 

It is useful at the outset to separate two kinds of inflation. There is extreme 
inflation and there is moderate inflation. The former means inflation rates of 20 
or 30 or more percent per month, the latter 15 to 30 percent per year. Each kind 
involves very different considerations when it comes to stabilization. 


1. THE EXTREME INFLATION CASE 


Inflation at extreme rates is almost always driven by money financed budget 
deficits. In such a situation lags between the exchange rate, prices, and wages 
vanish and the central fact becomes the creation of money which nobody wants 
to hold and which therefore is being destroyed, in real terms, by hyperinflation. 
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The way to such a situation involves typically three channels of instability. The 
first is financial adaptation to high inflation. This implies a reduction in the 
scope for (non)inflationary financing of budget deficits. The second channel is 
the widening of deficits as the real yield of taxation falls victim to acceleratin g 
inflation. Lastly, existing indexation arrangements shorten as wage earners try 
and catch up with prices and the exchange rate. The adjustment process is 
intrinsically unstable and leads to ever higher rates of inflation. 

Stabilization of. extreme inflation starts from the recognition that without 
bringing money creation under control, inflation will not end. Accordingly, 
budget balancing or a shift to external financing of the budget is the central step 
which ultimately assures that inflation will come down and stay down. But the 
mechanical process of stopping inflation typically involves, just as in the 1920s, 
steps to stabilize the exchange rate. Since all pricing will have come to focus on 
the exchange rate, stopping currency depreciation is an immediate forceful way 
to establish de facto stability. The next issue then becomes how to sustain that 
stability. Argentina serves as a case study. 


Argentina 


The 1960s were the last cycle of expansion and since then there has only been 
bad news: dictatorships and a “dirty war” on domestic dissent and guerilla, a 
mad war on Britain over the Malvinas, massive capital flight and a few 
hyperinflations. Raped over and over again, Argentina ultimately fell into full 
and complete disillusionment. By 1991 the economy was almost completely 
dollarized and a massive part of wealth had moved abroad. Inflation became 
endemic, deficits became structural and the country fell into cycles of populism 
and stabilization. 


Table 2. Argentina: Long-term performance. 
1960-80 1980-90 


Growth per capita 1.8 2.3 
Inflation eg) 440.0 


In the 1980s the debt crisis was particularly severe. Having financed massive 
capital flight in 1978-82 by borrowing abroad, the country had no way of facing 
the large debt service burdens that emerged with the end of voluntary lending, 
world recession and record high dollar interest rates in the early 1980s. Net 
investment had been negative for almost a decade. A once great country has 
been run down to the point where millions of people in Buenos Aires were fed 
at soup kitchens. Real GDP per capita was back to the levels of the early 1960s. 
In March 1991, following yet another burst of extreme inflation, Argentina 
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Table 3. Argentina: The stabilization process. 


1990 1991 1992 1993 
eee ee oe ee ee ee ee ee eee 
Budget deficit Da les —0.7 -1.4 

Revenues 14.4 15.9 Gh? VET 
Privatization 0.5 Lie) 0.8 0.8 
Inflation 1,344.0 84.0 18.0 6.8 
Growth 0.1 8.9 8.7 6.5 


Source: Argentina: Ministerio de Economia 


moved finally to a radical stabilization. The program was centered on the “con- 
vertibility plan”. Under this plan the government guaranteed the convertibility 
of pesos at a fixed exchange rate into U.S. dollars and undertook not to print 
any money except in the course of buying dollars in the foreign exchange 
market. Since foreign exchange reserves in the central bank exceeded the 
dollar value of the domestic money supply the program was “credible” 
provided the government stuck to the constitutional commitment not to print 
money to finance the budget. 

So far the promises have been kept. The currency has become strong in the 
sense that there has been a major rebuilding of monetary assets in the form of 
peso currency holdings and deposits. Moreover, the government has started 
executing sweeping reforms in the economy and success is showing. 

Privatization is proceeding if not at breakneck speed, at least in a 
determined fashion; Deregulation is pervasive; Trade liberalization has been 
pushed aggressively and is seen as a key building block in a more rational and 
productive use of the nation’s resources; Fiscal reform is equally ambitious, 
although the progress is inevitably only gradual. 

All of this is splendid. If kept up and pushed further, year after year, the 
reform program cannot fail to give Argentina the same stability that Chile has 
secured from a decade of adjustment. For the time being, the willingness to do 
more is strong and the program and the government command wide support. 
Of course, there are areas of vulnerability. The picture would not be complete 
without talking of two acute problems. First, fiscal correction notwithstanding, 
the budget continues to be precarious. Second, competitiveness is a serious 
issue. Over the past year, on a fixed exchange rate but with inflation of 20 
percent, competitiveness has been eroded. 

Argentina’s case demonstrates that endemic instability takes long to reverse 
even when great determination and skill are applied. A century ago, in 1899, 
Argentina was described in Banker’s Magazine in the following terms: 


They are always in trouble about their currency. Either it is too good for 
home use, or as frequently happens, it is too bad for foreign exchange. 
Generally, they have too much of it, but their own idea is that they never 
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ARGENTINA: REAL BROAD MONEY 


(Index 1989:1=100) 


1989 1990 1991 1992 1993 1994 


Figure 2. Argentina: Real broad money. 


have enough . . . The Argentines alter their currency almost as frequently 
as they change presidents .. . . No people in the world take a keener 
interest in currency experiments than the Argentines. 


So far the experience has been mostly positive because in the past two years 
there was a boom driven by consumption. The hard work of rebuilding the 
productive economy still lies mostly ahead and may come to cast a shadow over 
the accomplishments of the past two years and the surprising degree of stability. 


Post-stabilization issues 


The very moment that the currency is stabilized, the central bank will obviously 
experience reserve inflows. As is typical, monetization of these reserve inflows 
will allow a rapid remonetization of the economy. But that process cannot go 
on for long without a question about the sustainability of the fixed rate. At this 
stage a plausible story about budget deficit reduction or financing will have to 
come. If there is no plausible (“credible” in the jargon) story, just as in 
_ Germany in the winter of 1923, inflation will return and blow up again. 

Even if the budget deficit is corrected or its external financing is provided for, 
there is a problem area on the side of the exchange rate. A fixed rate means that 
any lingering inflation will translate into real appreciation. If inflation is not 
quite dead — say 1 percent per month — real appreciation will soon become a 
serious problem. At that stage the question emerges whether the rate should be 
allowed to depreciate at a pace offsetting the inflation differential or whether 
an extra stand should be made to kill inflation once and for all. 

A third issue in the aftermath of extreme inflation is dollarization. It appears 
that even after stabilization has succeeded and price stability has been 
sustained for many years, monetary habits simply do not revert to their pre- 
inflationary situation. Specifically, the ratio of dollar deposits relative to local 
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currency in the domestic banking system will remain very large and possibly 
rising. The same is true for dollars as hand to hand currency. This persistent 
dollarization, apparent in Bolivia, Peru or Argentina, involves both a loss of 
seigniorage but also problems of intermediation. This point can be observed 
most strikingly in Bolivia. In 1987, 2 years after hyperinflation was stopped, 
foreign currency deposits amounted to 67.7 percent of all deposits. By 1992, 
with continued very moderate inflation, the ratio had risen to 81.2 percent. The 
point here is that credibility does not do wonders if, almost 10 years after 
stabilization the trend is still toward increasing dollarization. 

The fact of high and rising dollarization long after stabilization raises an 
important question: why have a national money. If the economy is highly 
dollarized to start with, much of the loss of seigniorage has already been 
incurred. In the course of stabilization, the existence of a domestic money and 
the associated credibility problems create formidable obstacles. 

Would the costs of stabilization not be far lower if domestic money were 
totally discarded or, at the most limited to small change? As long as there is a 
domestic money, however formidable the arrangements for making the 
currency credible, the suspicion lingers that it will ultimately go. Nobody thinks 
of a peso as appreciating, most think that the exchange rate at best is constant 
or else the currency will go down. That imparts an inflationary bias which 
ultimately will be self fulfilling or else forces a very costly roll back of accumu- 
lated inflation and real appreciation. Bolivia, Peru and Argentina would all 
have done well getting rid of their national monies. Governments are reluctant 
to go that far, burning their bridges. But the very fact that they are reluctant, 
reserving money creation as the means of last resort, creates the very bias 
toward inflation which creates post-stabilization problems. 

The bias and the resulting cumulative real appreciation leads, inevitably, to 
distortions in financial intermediation. The term structure of interest rates on the 
active and passive side will be upward sloping. Currency optimists gamble on sta- 
bility and borrow short to lend long while sceptics go the other way. This betting, 
one way or another, creates financial problems. If the currency does go, so will the 
optimists; if it does not go, the pessimists will go down. The financial system 
inevitably is weakened by this betting which is unrelated to productive activity. 


Table 4. Argentina: Term structure (June 1993). 


Deposits Loans 
Pesos Dollars Pesos Dollars 
a ee eee aca Ee eRe a eee SE 
Liquid 4.5 2.8 6.0° - 
30-89 Days 9.9 6.3 10.5° 7.8° 
>90 Days 12.8 Ted - Wik 
* Interbank 
> 30 Days 
© 90 Days 


Source: Banco Central 
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2. MODERATE INFLATION 


When inflation proceeds at moderate rates, say in the 10 to 30 percent range, bud- 

get deficits typically are not in the foreground. Implicit or explicit indexation of 

wages, the exchange rate and prices are the central fact that keeps inflation going. 
The inflation process can be expressed in terms of an accelerations Phillips 


curve where p, e, and y represent the inflation rate, the rate of depreciation and 
the GDP gap: « 


p = a(e - p) + py (1) 


Because of inertia generated by implicit or explicit indexation, inflation today 
is basically that of yesterday. The only deviation comes from exchange rate 
shocks (or terms of trade and public sector price shocks) or from the impact of 
economic activity measured by the gap. 

In this model inflation can only be brought down by one of three strategies, 
or by a combination of these elements: 

— The rate of currency depreciation is slowed down relative to the prevailing 
rate of inflation. As a result, inflation decelerates but the real exchange rate 
appreciates. 

— A big recession is created in order to force down wage inflation relative to 
price inflation and the rate of depreciation. 

— Incomes policy can accomplish a simultaneous reduction of wage and price 
inflation and an accompanying reduction in depreciation. If inertia is an issue 
then incomes policy is the answer. This typically requires some pacto to 
coordinate the disinflation in a situation of overlapping pricing and wage 
setting. Mexico and Chile offer interesting examples. 


Chile 


Chile in the 1970s followed the first model. The exchange rate was fixed anda 
boom drove the economy over the cliff. Real appreciation accumulated and 
ultimately translated into a deep collapse of activity and a resurgence of 
inflation. The real depreciation would have forced up inflation, had it not been 
for extremely high levels of unemployment. 


Table 5. Chile: The 1980s orthodox stabilization. 


Growth Unemployment Inflation Real exchange rate* 
1981 S55 an 9.5 100 
1982 14.1 peal 20.7 90 
1983 -0.7 pp), 9 231. 93 
1984 6.3 19.3 23.0 74 
1985 2.4 16.3 26.4 64 
1986 a) SED) 17.4 61 


ON a ———————————————EE—E—EE——ee—eeE 
@ Real effective exchange rate index. 
Source: Dornbusch and Edwards (1993) 
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CHILE: INFLATION 


(Rate over 12 Months) 
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Figure 3. Chile: Inflation. 


Sustained depression levels of unemployment — the rate including relief 
workers reached 35 percent in 1983 — kept a sharp hold on wages and as a result 
real depreciation and disinflation could go hand in hand. Chile then is the case 
of orthodoxy; interestingly, it is also the case of unquestioned success. It is open 
to question whether this strategy could have been pursued by a democratic gov- 
ernment. But it did succeed and was the foundation for the extraordinary 
expansion and consolidation that has taken hold since 1986. 


Mexico 


Until the 1970s, Mexico had a tradition of very low inflation and substantial 
growth. The important reforms of the past few years, following on inflation 
peaking near 300 percent, are designed to bring back that environment. 

On the macroeconomic front, essential reforms included trade liberali- 
zation, deregulation, a debt deal, a massive fiscal restructuring and a 
coordinated disinflation program. The central device for disinflation was an 
incomes policy agreement, evaluated and repeated at agreed intervals, that 
brought together the public sector, labor and enterprises. These pactos set 


Table 6. Mexico: Long run performance. 


Per capita Inflation Operational 

growth budget (% of GDP) 
1955-72 3.3 aes n.a. 
1973-81 2.6 22 4.4 
1982-88 2.2 83 -1.5 
1989-92 1.6 20 1.9 
1993* -1.0 9 2.0 
a a 


* Forecast 
Source: Banco de Mexico 


29) 


ceilings for a key basket of goods, guidance for private price setting and limits 
to wage increases. The government’s contribution came from public sector 
prices — despite a major removal of subsidies — and from setting the pace of the 
exchange rate to support disinflation. 


MEXICO: INFLATION 


(Rate over 12 Months) 
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Figure 4. Mexico: Inflation. 


The disinflation program is immensely successful if judged just on its own. 
Inflation is coming down toward U.S. levels and may get there in a year or so. 
But that is too narrow a focus in evaluating the success. Because the exchange 
rate was made to carry a major burden in the disinflation, the real exchange 
rate has appreciated for more than 3 years. A good portion of the real appreci- 
ation is appropriate simply because Mexico has moved with big strides toward 
modernity: reforms, return to the world capital market with applause, the 
forthcoming NAFTA. All these factors support real appreciation. But the sharp 
trade liberalization points in the other direction. Trade liberalization typically 
requires real depreciation to avoid large imbalances and loss of growth. 

The high level of the Mexican real exchange rate is showing in three ways. 
First, the external deficit of almost 5% of GDP. This is not a world record, but 
it is extremely high and questions about sustainability or vulnerability are 
appropriate. Second, interest rates in real terms have been high. Third, the 
combination of a high real exchange rate, a high real interest rate and fiscal 
restraint have caused the loss of growth. Real GDP is now barely growing and 
in per capita terms it is falling. Moreover, no growth and high real interest rates 
combine into serious problems for the banking system. A few years into stabili- 
zation, this is not a good sign. 

In Chile the effort to maintain a super competitive exchange rate is now the 
basis for a broad-based growth; in Mexico the softer stabilization has carried 
forward a major handicap. Mexico’s stabilization then is not complete until 
growth returns on a sustained and sustainable basis. 
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MEXICO—U.S.: RELATIVE WHOLESALE PRICES 


(index 1985=100, in Common Currency) 
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Figure 5. Mexico — U.S.: Relative wholesale prices. 


3. BRAZIL: UNFINISHED BUSINESS 


Brazil is uniquely exasperating. With a favorable external environment — low 
interest rates and low oil prices — why can’t the country turn the corner, get 
stabilization done and move ahead? Moreover, with poor income distribution 
and strained democracy, even political considerations now point to the urgent 
need to do something. Old approaches are debunked as useless and not credible, 
new alternatives are either declared nonexistent or else politically impossible. 

In the past, Brazil had an extraordinary record of growth. Of course, there 
were momentary setbacks such as the instability of the early 1960s, but even so 
the long run growth record was nothing but spectacular. As to inflation, Brazil 
has always been special — living with inflation has been the rule; amazingly both 
inflation and the country are still alive. A very elaborate indexation, perfected 
in the course of the 1960s reform and stabilization, was designed to assure that 
domestic capital markets could function even in the presence of inflation, that 
the exchange rate would not become endemically overvalued and that wage 
adjustment to offset inflationary erosion would occur automatically rather than 
result in strikes and instability. 


Table 7. Brazilian performance. 


1960-73 1975-82 1982-92 
Growth TD 4.5 1.9 
Inflation 36.0 61.0 470.0 


By 1980, inflation had increased to 83% even though a full pass-through of oil 
price increases had not been accomplished. Large external and budget deficits 
were being financed by borrowing. Demand restraint to contain inflation and 
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the deficit resulted in the first and largest recession so far. But there were no 
lasting benefits. By 1986 Brazil was ready for the first “heterodox” stabilization 
program — the Cruzado Plan. The advent of democracy and the lack of appeal 
of traditional IMF programs with their focus on breaking inflation by deep 
recession made the market for an alternative approach, namely the emphasis 
on incomes policy. The interest in such an approach was all the larger in that 
inertia of inflation (in the downward direction, primarily) was understood as a 
central feature of the Brazilian inflation process. 

The Cruzado Plan of 1986 was built around fighting inflation inertia. 
Workers who had just gotten a wage increase were rolled back, those who had 
not had any for some time were compensated for part of the accumulated loss 
in real wages, and firms were subjected to a firm and unyielding price freeze. 
From one day to the next inflation was gone and that picture continued for 
quite a while. Along with incomes policy came adjustment rules for wage and 
debt contracts all of which had built in the assumption of high inflation and 
needed to be adjusted to the new world of price stability. 


BRAZIL: INFLATION 


(Percent Per Month) 


At —s — 
1985 1986 1987 1988 1989 1990 199) 1992 1995 1994 


Figure 6. Brazil: Inflation. 


For a few months the Cruzado Plan was a striking success. Price stability was 
the rule and, as a result, the political popularity of President Sarney skyroc- 
keted as did the stock market, demand and output. Brazil seemed to have 
discovered a free ride to stability and prosperity. Of course, that could not last. 
The controls became increasingly difficult to enforce, the runaway growth 
strained capacity, the freeze at arbitrary relative prices became binding in the 
areas of parts and components, and soon housewives had to be mobilized to 
“police the freeze”. As virtually all price control schemes — kept on too long, 
abused for record growth rather than prudent transition, the Cruzado Plan 
became as disaster. Higher inflation than even before the scheme was the 
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penalty for trying to override the laws of economics. The same story applies to 
every plan since. 

Brazil is tired of inflation and even more tired of shocks. The cooling off 
required to deal with the Collor program turned down growth and inflation. 
But in Brazil that can never last; once again, after a brief respite, inflation is 
back on the rise. The latest reading on inflation is 34% per month or 3,255% 
per year. The official definition of hyperinflation is 50% per month; the 
distance is not far. 


Table 8. Brazil’s recent performance. 


1990 1991 1992 1993° 
Growth 4.4 0.9 0.9 5.0 
Inflation 2,599 399 991 2,500 


* Estimate, last 12 months 


There are broadly three options to stabilize. The first is to try and contain the 
damage with an emphasis on further fiscal consolidation. Two problems arise 
with this strategy. First, the results are very slow and as a consequence 
deteriorating inflation may preempt whatever positive effects are 
accomplished on the fiscal front. In fact, even with bold steps on the budget, 
fiscal performance may still fall behind. 

The second option takes a lesson from Argentina: try and dollarize the 
economy and then use a fixed exchange rate strategy together with an institu- 
tional reinforcement of the central bank as the new anchor. The trouble with 
this approach is that Brazil is a large inward looking economy which today is not 
at all dollarized. Because of pervasive indexation, flight into the dollar never 
happened on the scale in which it occurred in Bolivia, Peru, Argentina or 
Russia. As an implication of a lack of dollarization, politicians surely are not 
going to opt fora strategy that first puts the house on fire with dollarization only 
then to call in the fire brigade. However successful a currency board strategy 
elsewhere, it can only function in dollarized economies and Brazil is not (yet) 
one. Hence stabilization must look elsewhere. 

The third strategy is to use the positive experience with the Cruzado Plan, 
supplement it with serious moves on privatization and the budget and get it 
right. Since there is no alternative, it helps to spell out that stabilization is 
possible, can be popular and, above all, can work. 

Brazil is no different from any other mismanaged economy. To fix the mess, 
a consistent four part program is the answer: Rapid, pervasive privatization 
must signal major change. Put the best companies on the table, startle the 
world by doing something unconventional, but in the right direction. Privatiza- 
tion is the best strategy toward sound public finance. Next, a freeze on wages, 
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prices, and the exchange rate for a two months period must be used to break 
inflation. Wage-price fixing always and rightly has a bad name, but with 30% 
inflation per month and pervasive indexation unusual steps are indispensable. 
(Yes, the Cruzado Plan of 1986 which employed these measures was a great 
success until it overstayed its welcome.) An important stabilizing factor is a 
lengthening of wage indexation periods to 6 months. The acceleration of 
inflation is due in large measure to a shortening of indexation intervals; 
lengthening them back to a 6 months period assures that the new and low 
inflation rate has inertia. That inertia in turn will influence price setting 
patterns: firms who do not see a wage adjustment for 6 months (and no major 
exchange rate realignment) do not have to fear a renewed outburst of high 
inflation and hence can afford to go with very moderate price increases. That 
fact in turn makes the lengthened wage indexation plausible and thus closes the 
circle. 

Moderate inflation cannot be attained without the third piece: budget 
balancing, including tax reform and effective control of the public sector. 
Finally, a targeted anti-poverty program such as the Mexico solidarity scheme 
can act as a shock absorber and a key function of the new State. 

An essential point for a winning package is this: the freeze can only be very 
short and then indexation, fiscal restraint, privatization, serious monetary 
policy must carry the full weight in holding back inflation. The objective ought 
to be bringing down inflation to less than 20% per year — not the magic zero 
which nobody accomplishes and which ultimately tempts policy makers in 
staying too long with a fixed rate. 

Stabilization will benefit greatly from the exceptionally strong external 
position. Reserves are plentiful and the trade surplus and current account are 
strong. Thus there is plenty of room to use a fixed currency — temporarily fixed 
and then soon crawling — as one of the anchors of the program. 


4. LESSONS 


In 1964, in a conference to assess the Latin American inflation problem, two 
positions were sharply delineated. Graene Dorrance, speaking for the IMF and 
monetarism, held firmly and unambiguously”: 


“An attempt to slow down an inflation will take a long time to be effective 


and its final result will be uncertain . . . Unless the authorities are firm in 
their attack, the atmosphere of financial stability necessary to induce a 
revival of output..will not emerge. . . . However, if the economic system 


has been allowed to get out of hand, the authorities must decide to stabilize 
or not to stabilize. There is no doubt that the process of stabilization is 
difficult, but, difficult or not, it is a prerequisite for rapid economic growth.” 
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Dudley Seers. speaking for Latin American structuralism, took the other side’: 


“The charge that can be made against the monetarist school is that it directs 
attention away from the fundamental problems of economic growth, and so 
discourages the search for political strategies and economic plans to solve 
these problems. It puts forward a panacea, irrespective of social reality. 
Consequently, overemphasis on monetary measures involves serious risks. 
The paradox is that though the monetarist is normally far from a revolutio- 
nary, and his preference is for peace and quiet, his policies may lead to social 
disorder and eventually regimentation of one form or another. 

... . Perhaps we are best advised to proceed empirically rather than dog- 
matically, testing the local political framework before we throw on it the full 
weight of policies derived from a doctrine which was developed for the needs 
of another century and another part of the world.” 


What would we conclude after the experience of the 1980s? Most observers 
would recognize in Seers’ advice the seeds for the monumental mess of the 
1980s and they would, reluctantly but firmly, side with Dorrance. 

But four questions must be added today: 


— Can institutions such as fiscal rules and an independent central bank or a dol- 


larization make a stabilization more effective in the sense of softening the 
output loss and assuring lower realized real interest rates? Independent 
central banks now exist in Argentina, Chile, Mexico and Venezuela; discussion 
to have an independent central bank (along with a Brady deal, cellular phones 
and an emerging market hoopla) are on the agenda everywhere. 

The answer is yes; institutions that assure confidence and stability do help. 
But, of course, only to the extent that they in fact can deliver this assurance. 
Do not expect too much. 

Is there a room for incomes policy as part of a serious program? That it is not 
a substitute is by now clear; whether it is a very positive complement is still 
debated after the fiascos of the 1980s. 

The answer is yes; incomes policy that does not translate into bottlenecks 
or overvaluation can take some of the sting out of stabilization. Again, do not 
expect too much. 

How does one move from stabilization to growth? The answer here is the 
most disappointing. Much of the impetus for growth must come from an 
improved supply side and increase in real aggregate demand. Economies 
that emerge from stabilization with optimism and competitiveness will do 
well; others will limp along. 

How helpful is access to external capital? The answer is, of course, that 
access to the world capital market is immensely helpful in supporting stabili- 
zation. But it is also very perilous. The world capital market is not an 
effective monitor; it falls far too easily in love with high yields and it cannot 
be relied upon when the going gets tough. 
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NOTES 
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. See World Bank (1993). 


. See Subercaseaux (1920) for monetary problems and the quest for institutions in the late 19th 
century in Latin America. Professor Edwin Kemmerer and Sir Otto Niemeyer were the money 
doctors of the 1920s. 

3. See Dornbusch and Fischer (1993) on moderate inflation. 

4. See Pazos (1972) and the conference volume edited by Baer and Kerstenetzky (1964) for 
important studies of inflation in Latin America. The latter portrays the debate between 
monetarists and structuralists. The recent experience is reviewed in Dornbusch, Sturzenegger 
and Wolf (1990) and Vegh (1992). 

. See Baer and Kerstenetzky (1964, p. 68). 

6. See Baer and Kerstenetzky (1964, p. 103). 
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Comment on Richard Layard: Can Russia Control 
Inflation 


OLEH HAVRYLYSHYN 


International Monetary Fund 


For this session on “Monetary and financial reform in Central and Eastern 
Europe”, we have before us a paper entitled “Can Russia control inflation?”. 
I am not quite sure what, if any, meaning to give to this. Is this an application 
of the new Monroevsky Doctrine’ to economic policy questions in effect saying 
that we need only worry about monetary stability in Russia and it will then 
ensure the same follows in the region? Or does it mean that Russia typifies the 
situation for all former socialist economies, and understanding one means 
understanding all? In that case the choice might better have been Ukraine 
which I regret to admit has the highest inflation in the region. Such a choice 
would also have avoided adding another grain of sand to the growing mound of 
perception of the primacy of Russia, a perception which does little to offset the 
growing internal sentiments in Russia favoring a Monroevsky role for the 
country. 

As to whether Russia typifies post-socialist economies on the matter of 
monetary and financial reform, it should be easy to agree the answer is “yes” 
and “no”. We see this succinctly in the phrase from Layard’s paper (p. 274) “the 
main problem has been and remains the problem of finance for enterprises. 
FOTO: Enterprises want credits above all to pay wages”. Yes, it has been the 
same for all transition economies, but no it no longer is the primary problem in 
several countries where stabilization has been so far successful — Poland, Czech 
Republic, Hungary, the Baltic States, Slovenia, Albania — while it remains a 
_ problem for many like Ukraine, Russia, etc. In countries with successful stabili- 
zation, restructuring has also advanced in varying degrees, and the main 
problem in the financial sector is deepening and maturation of the banking 
process, starting in particular with improvements in the intermediation 
function. There are even some countries where the most important problem 
lies in a still earlier phase of financial sector evolution: establishing an adequate 
central bank operation. 

But I have come to comment on a paper, not to write one, so I will say no 
more on the situation in specific countries or groups of countries in Central and 
Eastern Europe”, and focus on what Prof. Layard has written. Five sub- 
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control of central banks credit 

control of rouble area credit 

control of the money multiplier 

control of velocity 

control of inter-enterprise arrears. 

These are the right questions and I shall concentrate on the first two only, 
because I have little argument with the discussion on the others. 

On control of central banks credit, first I might ask the author to update and 
clarify the record. On pages 270 and 273, several target numbers are cited for 
the government’s and IMF program targets on monetary expansion, 20% in Q 
III and 15% in Q IV of 1993. The author is cited in a Financial Times article* 
referring to an expected 40% rise in Q III. What are the most recent actual and 
targeted rates? 

More importantly on central banks credits, Layard makes a good but too 
brief effort (pp. 274-5) to go below the simple and widely understood surface 
notion that inflation can only be stopped if directed credits to enterprises are 
sharply reduced. He discusses two kinds of pressures and arguments made in 
favor of credits: averting unemployment, and continuing provision of housing 
and social services through enterprises (I presume kolkhoz and radkhoz are 
included here). But his discussion stops at the level of the interest of the 
populace and workers, when in fact it is probably a much smaller elite interest 
group that is effective in lobbying for continued credits: the directors of enter- 
prises, of kolkhoz, of retail organisations, of “new” commercial structures. It 
is not unusual in economic history that populism is captured by the interests of 
a relatively small group of people who succeed in their political efforts by crying 
“unemployment — cuts in social services”, and rallying around them the support 
of the populace. 

Soviet directors were more than managers, they were “patriarchs” 
dispensing favors such as first rights on housing or better housing. They will not 
easily give this up — especially after two years of seeing that their power is nearly 
as strong as it ever was. Thus, in the simple minded diagram of Figure 1, 
demand for credits is more than simply normal working capital and investment 
requirements as in a “market” economy environment (MD™), but includes the 
patriarch’s needs (MD?). So far this differs from Layard’s description only in 
that his “P” appears to stand for “the Populace”, my “P” stands for “the Pat- 
riarchs”. But there are two added elements which will more strongly differen- 
tiate my view from Layard’s analysis. 

Besides the patriarchs, there is now a solidly entrenched rentier-capitalist 
interest which feeds itself on a combination of easy credits (and by the way, 
cheap credit, an important point not explicit in Layard’s paper), continued 
price distortions leaving wedges between domestic and world prices (especially 
in natural resources); and a continued high degree of foreign trade licensing, 
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especially for exports. Easy low-interest credits finance not only dollar “specu- 
lation” (less true now in Russia than elsewhere) and capital flight, but also 
access to below world-price natural resources which can either yield a higher 
profit in domestic use, or if a license can be obtained, in exports. Capital flight 
also follows this second route. Popular wisdom on the street labels these 
rentier-capitalist interests variously as the mafia, the “old-new” nomenklatura, 
etc. It also relates this kind of activity to widespread graft and corruption, 
which, while prevalent, is of secondary importance to the underlying incentives 
for such activities — many of which are entirely legal. The implication is well 
known in the rent-seeking literature: the opportunity to make large and quick 
profits. These rentiers will devote considerable energy and resources lobbying 
to ensure such a situation continues, and to oppose the systemic changes which 
would close the wedges and remove the profit opportunities. 

The impact on Figure 1 analysis is twofold. First, it adds yet another big 
source of demand for credit (MD™) — referring to wedges in pricing). Second, 
the inherited (and perhaps even strengthened) influence of these interests puts 
them very close to the levels of policy-making, hence, money supply decisions 
are not simply the standard central banker and policy-maker’s macro judgment on 
stimulation versus inflation-control (MS™), but unfortunately demand becomes 
endogenized in the supply decision to give us (MS?) and the all-inclusive MS™. 


Interest Rates 
+ 


Quantity 
of credit 


Figure 1. Demand and supply of credit during transition. 


Such an endogenized accommodation of credit demands lies behind not only 
the repeated history of failed efforts to control money supply in most transition 
economies (especially in Eastern Europe, less so in Central Europe), but it also 
explains the continuation of highly negative rates of interest — which inciden- 
tally are an important aspect of monetary policy not adequately discussed by 
Layard’. 
What to do next? As a well known transformer of societies asked earlier this 
century. By all means, consider whether one could simply ignore the pressures 
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of this powerful set of lobbyists, and if so, stick to MS™, starve them of their 
future patriarchal or rentier profits” until their power is reduced. 

But the pressures will be immense and will continue as long as state property 
arrangements prevail or soft-budget conditions continue, and as long as price- 
wedge opportunities for rent-seeking continue. Here I will perhaps rejoin 
Layard in his resigned assessment of gradualism (p. 275). It would have been 
far easier to be tough and stick with MS™ as part of a monetary and reform 
shock about two years ago, when the players in this rentier-capitalist game were 
off-guard and perhaps even unaware of their potential new power. It will be far 
harder today, without making even greater concessions to them, without 
reducing the pressure in some way. Such concessions may (and already do) 
include more “spontaneous” “insider” privatization to drain off these accumu- 
lated profits and to allow hard-budget imposition®. Most important, it will be 
essential to complete the process of price and trade liberalization, closing the 
wedges and eliminating licensing while certainly leaving a relatively high 
degree of tariff protection for some time. A credit shock without these 
supporting changes will be unsustainable. 

Let me finish with a few comments on the rouble-area problem which was 
defined by many analysts as a moral-hazard problem three years ago; came 
close to extinction as a problem when by early 1993 Russian authorities were 
strongly urging any laggards to introduce a separate currency; and now lo and 
behold is once again a problem with a reconstructed rouble area agreement 
being put in place on September 6. Layard correctly worries about the implied 
“dangers of massive credit creation”, as one suspects do many economic policy- 
makers in Russia’. Why then the willingness of Russia to accommodate? 
Layard’s suggestion that President Yeltsin “does not want to sour relationships 
with his neighbors” does not quite capture it. 

Perhaps this rouble area see-saw demonstrates a final reversal of Marx’s 
economics: his dictum that “economic matters are at the root of politics” is 
overturned and we now can say political matters are at the root of economics. 
If one of the aspects of the question “Can Russia control inflation” is in the 
likelihood of limiting credits to rouble area countries (or its economic approx- 
imation, a Russian current account surplus with these countries), its answer 
might better be sought not in economic logic, but in the foreign policy trends of 
Russia in relation to its “new” regional role*. More important will then be 
foreign policy statements of President Yeltsin, Minister of Foreign Affairs 
Kozyrev, and the still important Chairman of the Parliament Committee of 
Foreign Affairs, Mr. Ambartsumov. As for the economics of issuing rouble- 
area credits, should they be allowed to prevail over political issues, the advice 
given by Prof. Layard is unquestionably right: don’t do it, but if you must, do 
it transparently as budget items covering any Russian current account surplus. 


303 
NOTES 


. While written by Mr. Ambartsumov, what has come to be called the Russian Monroe Doctrine 
was most fully exposed recently by Minister Kozyrev at the U.N., Washington Post, September 
29, “Russia Asserts Role in Ex-Soviet Republics.” 

. L appreciate the Conference organizers’ vision in the use of this term to encompass all relevant 
countries while avoiding the cumbersome and inadequate term, FSU. 

. Financial Times, Oct. 2, “Impact of Yeltsin’s Moves on Economic Reforms.” 

. This circle of policy-making influence and impact on economic reform prospects is discussed 
more fully in O. Havrylyshyn “Ukraine and Western Financial Assistance,” a paper prepared 
for symposium at York University, October 8-9, 1993. 

. The two groups doubtless overlap, and indeed, conceptually the economic benefits of patri- 
archal status may also be considered a rent. 

. Though one should not assume that private ownership of enterprises will mean an automatic 
end to such pressures, especially of the “W” variety. The history of soft-budgets in countries 
such as Argentina and Brazil is testament to the problem. 

. Reuters Press Service “Rouble Zone Could Bring Problems for Russia,” October 14, 1993. 

. Peter Reddaway, The New York Times, Sunday, October 10, 1993, describes the re-assertion 
of Russian influence in the areas of the two old empires. 
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Comment on Rudiger Dornbusch: 
Stabilization and Monetary Reform in Latin America 


GUILLERMO ORTIZ* 


Ministry of Finance, Mexico 


As usual with Dornbusch’s papers, the paper “Stabilization and monetary 
reform in Latin America”, is clear and touches on the crucial issues facing Latin 
America today. We agree with the important distinction made between moderate 
and extreme inflation, as well as with the fact that these two forms of price 
increases have different principal causes, as well as the solutions to the problems 
generated by them. We also agree that the current stabilization and development 
strategies are not over yet, with several measures pending in order to consolidate 
and allow a further positive evolution of the results obtained so far. 


1. GENERAL COMMENTS 


Nevertheless, we have several comments on various aspects of the presenta- 
tion. Even though a distinction is made between several developments and 
countries in Latin America, we feel that the differences in circumstance 
between countries needs to be further stressed. That would allow a clearer 
perspective and analysis’ benchmark, in a region where diverse inflation and 
growth results have emerged, both in the present and historically. 


2. MEXICO 


Even though the importance of the reform programs undertaken in Mexico is 
recognised, a skeptical view towards Mexico is expressed, regarding several 
issues. Specifically, three issues need further clarification: low rates of invest- 
ment, overvaluation of the currency and low growth perspectives. 


Low investment 


Real growth rates of investment have averaged 9.46% for the period 1988— 
1992. It is clear, then, that rates of investment in Mexico have been growing 


* This comment was delivered by Martin Werner of the Ministry of Finance, Mexico. 
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in a consistent and significant way. The proportion investment/GDP has been 
growing from a 17.3% in 1989 to 21.7% in 1992, without yet reaching the level 
attained in 1981, which equalled 26.5%. 

An interesting characteristic of the investment’s composition and evolution 
is left aside, as private investment represented 54.7% of total investment, or 
14.5% of GDP, in 1981, while the proportions for 1992 are 80.3% of total 
investment and 17.4% of GDP. These numbers are indicative of the fundamen- 
tal transformation that has taken place in the Mexican economy, with the 
private sector as the principal promoter of growth, and a government which 
indulges, overall, in fundamental social investment activities. This change 
seeks to promote an allocation and utilization of resources by the entities that 
are more efficient in each of these two elementary activities. 


Overvaluation of the currency 


It is true that the Mexican currency has appreciated, but such a fact is far from 
implying a strong overvaluation of the currency. That depends on the equi- 
librium level of the real exchange rate, which is difficult to calculate, adding to 
the fact that the peso had undergone a strong devaluation before the current 
stabilization effort started, which probably made it to be undervalued. As you 
say, the appreciation process is a natural, and not necessarily negative, con- 
sequence of the reform process in Mexico. 

An element that is not explicitly included is the high rate of growth in pro- 
ductivity that has prevailed the last few years. This rate of growth signifies that 
the appreciation that has taken place does not necessarily mean a loss in overall 
competitiveness. 


Low growth perspectives 


We agree with the fact that high interest rates can pose an obstacle to growth. 
We must add, however, that real interest rates in Mexico have been coming 
consistently down for the last months, reaching a level close to 5% in long term, 
five-year AJASTABONOS, securities. Rates have also come down on nominal 
interest rate instruments, such as CETES. 

Last year’s growth rate was low, as will be this years', but the basis for a 
strong and stable growth has been established. Several reasons explain why the 
growth has been lower than expected. First, the new investments that have 
taken place require a certain period of time to enter their productive stage. As 
we have seen, investment has grown considerably for the past five years; and it 
does not seem unreasonable to suppose that a very significant proportion of this 
investment is yet to start producing. Second, actual GDP measurements tend 
to misrepresent new industries as well as gains in competitiveness. These two 
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elements are crucial in assessing the prospects of an economy that has gone 
under considerable reform, deregulation, and trade liberalization programs. 
Both of these elements have had a positive evolution during the last few years. 
Third, two considerable reform programs have taken place which will modify 
substantially the functioning of the Mexican Economy. These two programs, 
the reforms in Agriculture and in Education, imply long-term results, with 
scarce impact on immediate GDP numbers. 


3. FINAL REMARKS 


Finally, we feel that an important factor was left untended when surveying the 
different cases. This factor is time consistency, which leads to credibility gains 
and further consolidation of results. It is clear that political economy in Mexico 
has been time consistent since 1982. 

Even though we agree with you in the sense that there remain significant 
actions to be undertaken, we are not invulnerable to different negative shocks, 
and that we have not finished with the necessary undertakings that will allow 
Mexico to reach much higher levels of development, we are confident that the 
environment prevailing in the Mexican economy is much better than it would 
seem at a first and quick glance. This environment is the basis for a consistently 
growing, developing, and internationally projected, Mexican economy. 


_ NOTES 


1. There will probably be no per capita growth this year, but a decrease of 1%, as foreeasted in the 
paper, seems very exaggerated. 
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A Framework for Monetary Stability - General Report 


SYLVESTER C.W. EIJFFINGER* 
CentER and Tilburg University 


Opening and Keynote Speeches 
(Wim Duisenberg and David Mullins Jr.) 


Recently, in many countries both political and monetary authorities have 
shown an increasing interest in the objective of monetary stability and the 
position of the central bank. In Western Europe, there is a clear tendency to 
establish (more) independent central banks and to foster, thereby, monetary 
stability. According to the Maastricht Treaty, the independent European 
Central Bank is only committed to the goal of price stability in the final stage 
of Economic and Monetary Union (EMU) by 1997 or later. 

Furthermore, in some Anglo-Saxon countries, e.g. Canada, New-Zealand 
and the United Kingdom, monetary authorities are trying to achieve monetary 
stability by an inflation-reduction target. Countries in Central and Eastern 
Europe, such as Hungary, Poland and the Czech republic, and in Latin 
America, like Argentina, Chile and Mexico, are looking for a way to 
strengthen the position of their central bank in order to realize some degree of 
price stability. 

It is not by accident that a conference under the theme “A Framework for 
Monetary Stability” is held in the Netherlands. De Nederlandsche Bank 
(DNB) is one of the most independent central banks in the world and this 

country has a long-standing tradition of monetary stability. Moreover, this 
. stability-oriented monetary policy was founded on the so-called “Dutch 
monetarism”, tracing back to Professor Koopmans’ famous essay “Zum 
Problem des ‘Neutralen’ Geldes” of 1933. In his opening speech President 
Duisenberg emphasized, once more, the importance of monetary stability as a 
precondition for economic growth in the long run. This view was also supported 
by Vice-Chairman Mullins Jr. (Federal Reserve Board), although he considers 
price stability not as an objective per se, but as a means to accomplish higher 
growth and welfare. 


* The author wants to express his gratitude to Eric Schaling for his essential support in making 
this general report. 
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In this General Report, I will give my personal view on the papers and 
comments presented during the last two days. It is however not my intention to 
give a complete overview of the conference. Finally, I will close my report with 
three personal conclusions which can be inferred from this conference. 
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Formal Targets for Inflation Reduction: 


The Canadian Experience 
(Charles Freedman) 


Charles Freedman discusses the Canadian experience with formal target bands 
for reducing the rate of inflation (CPI) setting out an explicit time path towards 
price stability. These inflation-reduction targets were announced in early 1991 
both by the Bank of Canada and the government to achieve not only the short- 
term objectives of preventing a further wage-price spiral and reducing the 
prevailing inflationary expectations, but also the longer-term goals of realizing 
price stability and gaining credibility in monetary policy. By the end of 1992 the 
floor of the first target band (2—4%) was achieved with a twelve-month inflation 
rate of 2.1% suggesting that such targets should not be introduced at a time of 
upward inflationary pressure, but rather of downward pressure by, among 
others, sluggishness of the economy. 

According to Freedman, inflation-reduction targets have played a useful 
role in communicating and making more concrete the Bank’s policy of moving 
to price stability. Furthermore, he argues that these targets can be thought of 
as allowing for a form of automatic stabilization in response to demand shocks 
and, thus, for partial stabilization of output fluctuations. Consequently, he 
ignores the problem of long and variable transmission lags from monetary 
instruments to the policy goal. Finally, Freedman concludes that, although 
inflation-reduction targets are neither necessary nor sufficient to achieve price 
stability, the Canadian experience thus far proves that they can be helpful in 
attaining price stability and in improving credibility. However, he admits that 
one should await the inflation performance over a whole business cycle before 
drawing firmer conclusions about the role of these targets. 


John Driffill states that the introduction of inflation targets does commit the 
Canadian government to sticking to a low inflation policy in the future, when 
- economic conditions would be less favourable (i.e. less recessionary). He 
argues that in the context of economic theory, especially game theory, the way 
the Canadian government announced the targets can be described as “cheap 
talk”. According to Driffill, this is because the targets per se impose no restric- 
tions on the future actions of the authorities, and there are no costs involved in 
the announcement per se of one target rather than another. 
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The Costs and Benefits of Disinflation 
(Stanley Fischer) 


Stanley Fischer analyses the costs and benefits of disinflation. The basic theory 
of disinflation states that there is a trade off between the short-term costs of 
lower output and recession, associated with the reduction of inflation, and the 
longer-term benefits of a lower inflation rate and better economic performance 
associated with it. He makes a distinction between a long-run inflation target 
and a long-run price stability target, meaning that the goal is to keep the price 
level constant and predictable. By taking inflationary uncertainty into account, 
short-term price variability will generally be larger with a price stability target 
than with an inflation target (and long-term variability will be smaller). 

The argument for a low inflation target are the negative effects of inflation 
on output growth because real balances serve as a factor of production: i.e. 
higher inflation means less certain inflation and price level uncertainty 
decreases the efficiency of the price system. The evidence points, according to 
Fischer, to an optimal inflation range of 1-3%. However, it is questionable 
whether lower inflation within this range is associated with higher productivity 
growth (because of the limited gains of very long-term nominal contracting and 
the possibility of a Phillips-curve trade off at very low inflation rates). 

Once inflation has been brought down, the challenge is to keep it within the 
optimal target range and to preserve the gains of low inflation. For indus- 
trialized countries, Fischer recommends an independent central bank as part of 
the solution, stressing that the fundamental support of the public is needed to 
make the central bank an effective inflation fighter. In this respect he refers to 
the example of the Deutsche Bundesbank. Moreover, he emphasizes the ac- 
countability of the central bank, i.e. that it has to explain its actions, to subject 
itself to cross-examination and to be held responsible for not achieving its 
goals. Fischer states that the Bundesbank is not accountable in these senses. 
However there is, in my opinion, a trade off between central bank indepen- 
dence and accountability. 

At the end, he suggests that the cost of inflation and price level uncertainty 
could be reduced by providing hedges against unanticipated price level 
changes, for instance, through the introduction of indexed government bonds 
(as has been the case in the United Kingdom). 


In his comment on Fischer’s paper, José Luis Malo de Molina states that — due 
to the irrefutable existence of output costs of disinflation — the inflation target 
cannot be set independent of the initial inflation rate. However, the implied 
gradualism may give rise to time inconsistency and credibility loss. Finally, Malo 
de Molinas remarks that the proper functioning of the economic system implies 
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constant changes in relative prices, and that the existence of information costs 
and uncertainty may favour a positive — albeit minor — rate of inflation. The 
latter argument reinforces Fischer’s preferred 1-3% target range and may 


explain why no central bank has succeeded in sustaining absolute price 
stability. 
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Commitment through Delegation, Political Influence 


and Central Bank Independence 
(Alex Cukierman) 


Alex Cukierman takes the view that the delegation of authority over monetary 
policy to (partly) independent central banks is used as a (partial) commitment 
device by politicians in office. By specifying the objectives of a central bank 
more or less tightly and by giving it broader or narrower powers, politicians 
determine the extent of commitment to a policy rule. The stronger this 
commitment and the more independent a central bank is, the more politically 
costly it is for politicians to override the decisions of the central bank. 

Therefore, Cukierman wants to identify the economic and political factors 
that induce politicians to delegate more or less authority to the central bank. Of 
course, attempts to use monetary policy for stimulating economic activity and 
financing public expenditure lead to a (suboptimally) high inflation rate. This 
inflationary bias may be reduced by giving the central bank independence, 1.e. 
the mandate to focus on price stability as the single policy goal. See e.g. the 
Deutsche Bundesbank and De Nederlandsche Bank. According to Cukierman, a 
certain degree of independence is granted in order to reduce interest payments 
on government debt and, in many cases, the larger the debt the more politicians 
tend to delegate authority to the central bank. An example is the “divorzio” 
between the Banca d’Italia and Italian Treasury in 1981. When capital markets 
are deep (e.g. in Germany and the U.S.) it is likely that government will try to 
raise more funds through the capital market and, thus, will delegate more 
authority to the central bank. However, counter-examples are Japan and the 
U.K.. Referring to the U.K. and the anti-inflation stance of its civil service, 
Cukierman states that the tendency to delegate authority to the central bank is 
likely to be lower if there is a strong preference for price stability within the 
executive branch of government. 

Finally, he concludes that the stronger the inflationary bias under discretion 
and the larger the political polarization and instability are, the greater the need 
to rely on central bank independence. 


In his comment on Cukierman’s paper Eduard Bomhoff points to the recent 
literature on political business cycles supporting a relation between the nature 
of the party system on the one hand and government debt and inflation on the 
other hand. However, the model of Cukierman only features a two-party 
system. Bomhoff thinks the analysis would benefit from more sophisticated 
modelling of the political process. Among other things, this means that parties 
should be able to influence their election probabilities (which are exogenous in 
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Cukierman’s model). Moreover, the analytical framework lacks uncertainty 
about the way the economy works. Including the latter real world phenomenon 
would also improve Cukierman’s otherwise very advanced analysis. 
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Central Bank Autonomy: 


Policy Issues 
(Onno de Beaufort Wijnholds and Lex Hoogduin) 


Onno de Beaufort Wijnholds and Lex Hoogduin analyse a number of policy 
issues related to central bank autonomy on the presumption that central 
banks should be autonomous. First of all, they conclude that it appears 
possible to maintain central bank autonomy both in case of the separation 
and combination of monetary policy and (micro) prudential supervision. 
The choice between separation and combination depends on the structure 
of the banking system, as well as the conduct of monetary policy in a 
country. 

Furthermore, central bank autonomy requires a codified legal basis but is 
not hampered by accountability in the general sense of explaining and making 
visible a central bank’s policy. It may even strengthen its credibility and policy 
acceptance by the public. 

However, De Beaufort Wijnholds and Hoogduin emphasize that price 
stability should be the final objective of monetary policy which should be 
conducted in a medium-term framework. Autonomy can be reinforced by 
using intermediate targets in monetary policy making: preferably a monetary 
target or, for an open economy, an exchange rate target against the currency of 
a large economy (e.g. Germany). 

Moreover, they stress that central banks should be granted a con- 
siderable degree of freedom in designing and using their instruments. 
Central banks should not be “too visible” in the money markets leaving 
some scope for market participants’ influence on short-term interest 
rates. 

Finally, De Beaufort Wijnholds and Hoogduin admit that there are reasons 
to make the political authorities responsible for decisions on exchange rate 
regimes and parity changes within an adjustable peg system despite the possi- 
bility of conflicts with the objective of price stability. The central bank should 
protect its autonomy in this respect mainly by making public its advice on 
exchange rate matters and other practical actions. 


In his comment on De Beaufort Wijnholds and Hoogduin, Manfred Neumann 
argues that the functions of monetary policy making and banking supervision 
should be kept institutionally separated, both in smaller and larger countries. 
Further, he stresses the securing of a Thomas-Becket effect, i.e. inducing 
central bankers upon appointment to safeguard the value of the currency as 
their personal /eitmotif and to cut all former political ties. Finally, Neumann 
pleads for completing central bank independence by transferring the 
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sovereignty over exchange rate matters (including parities) to central banks 
to provide them with the undivided power over monetary and exchange 
rate policies. In the discussion, the authors pointed out that, to their 
knowledge, there is no central bank with complete autonomy over exchange 


rate matters. If this were the case, it would have far-reaching constitutional 
implications. 
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Intermediate Targets versus Information Variables 
as Operating Guides for Monetary Policy 


(Benjamin Friedman) 


Benjamin Friedman focuses on the role of intermediate targets and information 
variables as operating guides for monetary policy, particularly in the United 
States. Since 1975 the Federal Reserve System has been required under law to 
set money growth targets and to report semi-annually to Congress on its success 
or failure in meeting them. He stresses that the basic challenge of most central 
banks is to maintain price stability and/or full employment and that stable 
money growth is not the most reliable way to achieve these objectives, because 
the empirical relationships between money and income, and between money 
and prices have largely broken down. The latter explains Chairman 
Greenspan’s statement in July 1993 that M2 “has been downgraded asa reliable 
indicator of financial conditions in the economy, and no single variable has 
been identified to take its place”. 

After discussing the distinction between an intermediate target and an infor- 
mation variable and the collapse of intermediate targets (M1, M2 and broad 
credit) in the United States, Friedman makes the case for an alternative class of 
policy making procedures relying on money and other indicators as information 
variables. Instead of the automatic pilot of an intermediate target procedure, 
under which every deviation of the target requires corrective action, he prefers 
a judgemental information variable procedure implying that divergences merit 
attention and may warrant action depending upon circumstances. Clearly, 
Friedman chooses for an eclectic approach to monetary policy. 

First of all, rather than aiming at only one intermediate target, the central 
bank should use as information variables a broader range of financial and non- 
financial measures with potential predictive content, varying from the term and 
risk structure of interest rates to goods orders, building permits, ground 
breakings etc.. This is already done by the Federal Reserve. Furthermore, 
information variables should be exploited intensively through frequent re- 
examinations of what they are signalling about the current and future develop- 
ment of the economy and about the effects of the central bank’s own actions. 

Friedman concludes that judgemental discretion will always be needed, 
because even the most reliable information variables can give false signals as a 
consequence of changing exchange rate regimes, financial market structures 
and business practices. However, simply proceeding on an intermediate target 
is, in his view, an invitation to error. 


Regarding Friedman’s argument in favour of the information variable 
approach to monetary policy, Alexandre Lamfalussy argues that even with a 
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dependable intermediate target, its behaviour may be quite at variance with 
that of asset prices. According to Lamfalussy, this is the new dimension of 
monetary policy in an increasingly deregulated and integrated global financial 
environment. The question is then whether and how monetary authorities 
should respond to asset price bubbles. This question is difficult because of poor 
fundamental knowledge of asset price determination. 
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Monetary Policy Strategy in the EMU 
(Otmar Issing) 


Otmar Issing evaluates the design of a monetary policy strategy for the third 
stage of EMU. He stresses that the transition to stage three will be difficult, 
vitally depending on the confidence of the public in the European currency. 
Therefore, it will be important to fall back on the experience of a strategy which 
has proved itself in practice, e.g. that of the Deutsche Bundesbank. In stage 
three the European Central Bank is committed to the ultimate objective of price 
stability and granted independence from European and national authorities. 

However, the monetary policy strategy of the European Central Bank is still 
to be decided upon. According to Issing, the wide range of proposals for this 
strategy can be roughly categorised in: a two-step approach of pursuing the 
ultimate objective indirectly by using an intermediate target and a one-step 
approach of achieving the final objective in one move, directly. The one-step 
approach is nowadays popular in some Anglo-Saxon countries, such as the 
United Kingdom, Canada and New-Zealand, not because they consider such a 
strategy superior, but because they cannot identify any suitable intermediate 
target. On the contrary, the two-step approach is used in many continental 
European countries, e.g. Germany, as a consequence of “the long and variable 
lags” in monetary policy making. 

Issing prefers a two-step approach with a broad monetary aggregate as an 
intermediate target for a number of reasons. First of all, the link between 
money growth and inflation has a sound theoretical and empirical basis. 
Further, the control of the money supply reflects the central bank’s respon- 
sibility and is easily to assess by the public. Finally, with a policy based on rules 
and incorporating monetary targets based on medium-term considerations the 
European Central Bank can ensure, similar to the Bundesbank over the past 
decades, a relatively high degree of price stability. He sees, just like De 
Beaufort Wijnholds and Hoogduin, no good alternative to a medium-term 
monetary targeting strategy. Although monetary policy and, thus, monetary 
targeting will not succeed without an element of pragmatism, it is important 
that the rule always remains the point of reference. 


According to Paul de Grauwe, Issing’s discussion of monetary targeting by the 
future ECB is based on the assumption that in the final stage of EMU, one currency 
will have displaced the national currencies, and that the ECB manages this cur- 
rency. However, de Grauwe points out that it is more likely that initially the third 
stage will see an incomplete monetary union, i.e. one characterized by the con- 
tinued existence of national currencies, albeit at ‘irrevocably’ fixed exchange 
rates. In the latter regime, in case of asymmetric shocks European monetary 
targeting leads to under- and overshooting of targets at the national level. 


321 


Rules versus Discretion in Monetary Policy 
(Andrew Crockett) 


Andrew Crockett analyses the debate on rules versus discretion in monetary 
policy both theoretically and empirically for the postwar period. Rules are 
advocated to commit central banks to a predetermined time path for an inter- 
mediate variable, mostly a monetary aggregate (M1, M2 or M3), while 
discretion is favoured because of unpredictable shifts in the demand for and 
supply of money by a variety of factors. He argues that neither pure discretion, 
nor fixed rules have proved to be satisfactory, but that the elements of a 
consensus are now beginning to emerge. 

After discussing some terminological issues (objectives, targets, instru- 
ments and indicators) and the theoretical case for rules against judgemental 
discretion, Crockett examines how this case has worked in practice for the main 
industrial countries. He discerns three broad phases in monetary policy making 
during the postwar period: until the late 1960s, a substantial amount of 
discretion was taken for granted; from the early 1970s to the 1980s, increasing 
emphasis was put on rules by adopting targets for money growth (‘monetary 
targeting’) in order to reduce inflationary expectations; and by the late 1980s 
the pendulum began to swing away from rules to more discretion. By the 
loosening of the relationship between money and income, many central banks 
— even the Bundesbank — were forced to downgrade their monetary targets and 
to take a wider range of indicators into account. Crockett concludes, however, 
that this need for greater discretion does not imply a return to the earlier post- 
war practice. The lessons about the importance of credibility and time- 
consistency in monetary policy have been painfully learned. He refers to the 
inflation-targeting framework in the United Kingdom as one example of a 
possible synthesis of rules and discretion. Rules are appropriate for the 
ultimate objective of monetary policy, i.e. price stability, because there is 
nothing to be gained by varying or concealing this objective. Nevertheless, 
discretion is appropriate in the setting of monetary instruments but the decision 
making must be as open and transparent as possible to improve the information 
available to market participants. 


Jacques Sijben agrees with Crockett that, because of regulatory changes and 
financial innovations, the velocity of circulation of money can shift in a 
relatively unpredictable way, thus favouring discretionary elements in 
monetary policy. However, Sijben points out that in turn the financial innova- 
tions and the associated shifts in velocity were induced by highly inflationary — 
i.e. discretionary — monetary policies in the first place. According to Sijben, 
these unpredictable shifts in velocity can be diminished by reducing monetary 
uncertainty, i.e., by stable rules of the game. 
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The Role of Monetary Policy in IMF Programs 


(Manuel Guitian) 


Manuel Guitidn discusses the role of monetary policy in IMF programs within 
the context of the basic principles of, firstly, the interest of member countries 
in a firm assurance of the conditions for access to IMF resources and, secondly, 
the interest of the IMF in an equally firm assurance of the fostering of its 
purposes by member countries. Of course, both principles have consequences 
for the design and implementation of monetary policy. Although money 
growth influences the inflation rate and balance of payments position, Guitian 
argues that this relationship should not imply the control of monetary aggre- 
gates. Even if the control of money growth would be possible, its relationship 
to inflation and external developments reflects a link of domestic credit 
expansion (DCE) with aggregate demand in the economy. Clearly, his analysis 
is based on the familiar monetary approach to the balance of payments. 
Therefore, the monetary authorities have to formulate targets for domestic 
credit expansion in order to realize the goals of price stability and balance of 
payments or exchange rate stabilization. 

Furthermore, Guitian stresses two important challenges facing the national 
monetary authorities in many countries: on the one hand the process of deregu- 
lation of domestic financial markets and of liberalization of international capital 
movements, on the other hand the corresponding trend towards internationali- 
zation and integration of financial markets during the last decade. Financial 
deregulation and liberalization has blurred the boundaries between banking and 
other financial services and, thereby, the differences between money and other 
financial assets (All Finanz or bancassurance). Thus, it has affected the stability 
of the demand for money and has impaired the usefulness of money demand 
forecasts as a basis for monetary policy making. Finally, financial internationali- 
zation and integration has weakened the national economic frontiers between 
countries and has increased the substitutability of national currencies. Ulti- 
mately, both challenges put heavy constraints on the effectiveness of domestic 
monetary policy by the mobility of international capital flows. 


In his comment on Guitian’s paper, Henk Jager criticizes Guitidn’s view that 
the new challenges of financial liberalization do not really matter for the choice 
of intermediate targets. With respect to Guitidn’s belief that the drawback of 
domestic credit as an intermediate target is insignificant, because of adjust- 
ments of the monetary reserve component of the money supply, Jager remarks 
that Guitidn implicitly assumes an exogenous price level. This assumption 
distorts the outcome in the event of high capital mobility. According to Jager, 
under more realistic assumptions the money supply is better suited as an inter- 
mediate target, because it is a better indicator of inflation performance. 
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Italy’s Experience within and without the European 
Monetary System: A Preliminary Appraisal 


(Marcello De Cecco and Francesco Giavazzi) 


De Cecco and Giavazzi evaluate Italy’s experience within and out of the EMS 
exchange rate mechanism. Almost 15 years of partnership in the exchange rate 
mechanism did not result in the siding of Italy with the “ strong currency” 
countries. The currency crisis of 1992 has triggered a balance of payments crisis 
inducing a heavy Lira devaluation. Until September 1992, the ease with which 
the Italian monetary authorities could keep the Lira well above its PPP level 
reduced the urgency for politicians to restructure the economy. Foreign short- 
term capital inflows validated the virtuousness of monetary authorities and the 
profligacy of politicians, creating a fool’s paradise. The currency crisis did hit 
Italy, while it was walking on the tightrope of debt sustainability after the lifting 
of exchange controls. The accumulation of national debt during the 1970s and 
1980s had made Italian monetary policy too easily destabilized by fluctuations 
of world growth rates and interest rates. 

Nevertheless, De Cecco and Giavazzi consider the currency crisis as a deus 
ex machina, which made the adoption of stern economic reform possible by 
allowing the politicians to break loose of the demagogic stalemate in which they 
were frozen before. The question remains whether the extremely strict package 
of policy measures adopted by the Italian government in the last 18 months 
will be sufficient to induce a more structural adjustment process. However, the 
public debt stock will still require interest payments to be a very high share of 
GDP in the near future, despite the advantage that two thirds of total debt is in 
the hands of individuals who see their holdings as the equivalent of trust or 
pension funds. This does not imply that the demand for Italian public debt will 
remain as stable as it used to be. The monetary authorities should lay the 
ground for an orderly transition to a more orthodox structure of public debt 
ownership by designing alternative assets for institutional investors and by 
encouraging ownership by them much more openly. 


In his comment on De Cecco and Giavazzi’s paper Gunter Baer argues that the 
evaluation of exchange rate regimes depends on whether they are based on 
multilateral or individual country agreements. In the latter case unequivocal 
commitment to the exchange rate is successful only, if the implied loss of 
autonomy is accepted and if appropriate macroeconomic policies are adopted 
now and in the future. In the case of a multilateral agreement exchange rate 
regimes require close policy-cooperation and the establishment of a mutually- 
agreed mechanism to solve possible conflicts. According to Baer, in practice this 
may imply a strong institutional framework, like a move in the direction of 
EMU. 
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Monetary Policy and Exchange Rates: 


The French Experience 
(André Icard) 


André Icard examines the French experience of monetary policy making within 
the EMS exchange rate mechanism since 1979. The conduct of monetary policy 
is based on two objectives: an external objective, stemming from compliance 
with the rules of the exchange rate mechanism, and an internal objective, 
aiming at the control of money growth within the framework of monetary 
targeting used by the Banque de France from 1977 on. The external exchange 
rate target has been an important tool for eliminating inflationary expectations 
and has guided policy in the (very) short run, while the internal money 
growth target (until 1991 M2 and presently M3) is a long-term benchmark 
for financial markets and reflects the central bank’s commitment to price 
stability. 

Icard emphasizes that stable exchange rates are imperative for Europe and 
for France, explaining the prominent role of exchange rate policy in French 
monetary policy. Furthermore, he stresses that exchange rates are the 
dominating transmission mechanism in France. The pegging of the (nominal) 
exchange rate of the franc to the Deutsche mark has been crucial for reducing 
French inflation over the last ten years. The temporary widening of the EMS 
fluctuation bands to + 15% from August 1993 is only meant to make use of 
intra-marginal exchange rate movements (two-sided risk), but it does not imply 
that the goal of price stability has been abandoned. However, this widening of 
the bands carries a message and a danger. The message is that the bilateral 
parities are consistent with the economic fundamentals of the member 
countries. The danger is that erratic and uncontrolled short-term fluctuations 
of exchange rates are not compatible with the long-term functioning of the 
single market and even of the common market, if these swings create invisible 
borders like those that occur between the U.S., Japan and the European 
Community. 

According to Icard, there are reasons to be optimistic about the outlook for 
future monetary policy in France. First of all, the French long-term 
commitment to price stability has been acknowledged by the financial markets. 
Moreover, the law to make the Banque de France (more) independent 
from government has reinforced this commitment. Finally, public support for 


the policy of stabilizing the franc is still growing both domestically and 
externally. 


In his comment on Icard’s paper Ralph Bryant is puzzled about the contention 
that it is possible for France both to maintain an exchange rate peg and to 
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successfully pursue a domestic monetary aggregate target. According to 
Bryant, German reunification — being a huge asymmetric shock — is a classic 
example of a situation in which monetary and exchange rate targets are incom- 
patible. As a North American economist, Bryant finds it hard to understand 
why this shock failed to produce a realignment, i.e. he thinks the policies of the 
ERM countries are hard to understand. 
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Can Russia Control Inflation? 
(Richard Layard) 


Richard Layard discusses the way in which Russia can control inflation and the 
difficulties associated with it. He starts by reviewing the recent history of 
Russian monetary policy. Since the reform, monetary policy has gone through 
three phases: from January to June 1992 a phase of relative tightness (i.e. low 
money growth), until October 1992 a phase of substantial loosening and, after 
that, a phase of gradual tightening. In April 1993 declining targets for central 
bank credit were agreed upon, reducing inflation progressively from a steady 
20% per month. Next, Layard considers five major problems connected with 
this policy of bringing inflation down gradually. 

Firstly, can central bank credit to the budget and to enterprises really be con- 
trolled? The control of central bank credit is under heavy pressure, e.g. by the 
role of enterprises as providers of housing and health care. 

Secondly, the controllability of credit to the rouble area, i.e. other former 
republics of the Soviet Union. This would be easier if all countries in the area 
have an own currency and if their currency was fully convertible with the 
rouble. 

Thirdly, will control of central bank credit lead to control of commercial 
bank lending? If the reduction of base money growth is offset by an explosion 
of the money multiplier, as frequently happens in a credit squeeze, inflation will 
not decrease. 

Fourthly, the velocity of circulation of money (M2) may also explode. The 
velocity is quite low (about seven times per year) because of the primitive 
payments system, but could rise rapidly when this system improves. 

Fifthly and finally, the velocity of money can increase as well by more inter- 
enterprise credit instead of bank credit. He states that the limited solvency of 
enterprises makes this danger unlikely. However, Layard concludes that, 
despite the above mentioned problems, Russia will not experience hyper- 
inflation so long as the present reform government remains in power, but the 
period of disinflation might be prolonged by these problems. 


In his comment on Layard’s paper, Oleh Havrylyshyn argues that Layard 
makes too brief an effort to go below the surface notion that inflation can only 
be stopped if direct credits to enterprises are sharply reduced. According to 
Havrylyshyn, Layard should have addressed the role of smaller elite interest 
groups effective in lobbying for continued credits such as the directors of enter- 
prises, of kolkhoz, of retail organisations and of “new” commercial structures. 


Bou, 


Stabilization and Monetary Reform in Latin America 
(Rudiger Dornbusch) 


Rudiger Dornbusch evaluates the process of stabilization and monetary reform 
in Latin America. In some countries, like Chile, this process has already been 
completed, in other countries — e.g. Argentina and Mexico — it is en route and 
in a country such as Brazil the reform has not even started. 

He distinguishes two kinds of inflation: extreme inflation, meaning inflation 
rates of more than 20% per month, and moderate inflation, i.e. 15 to 30% per 
year. Extreme inflation is mostly driven by money financed budget deficits and, 
thus, a hugh creation of money. Hyperinflation may only be stabilized by con- 
trolling money creation through the balancing or external financing of the 
budget. In this respect, Dornbusch discusses the case of Argentina in the 1980s. 

Moderate inflation is, however, not caused by high budget deficits, but is 
kept going by implicit or explicit indexation of wages. It can be brought down 
by a real appreciation of the currency, a big recession to force down wage 
inflation and/or incomes policy. Examples are Chile in the first half of the 1980s 
and Mexico during the 1980s and early 1990s. While stabilization in Chile has 
been orthodox and successful, the softer approach of Mexico resulted in no 
growth and high real interest rates. 

Nevertheless, in Brazil there is no stabilization and reform at all. Brazil has 
three options to stabilize hyperinflation: further fiscal consolidation, dollariza- 
tion of the economy and/or fighting inflation inertia. Dornbusch’s conclusion 
from the experience of the 1980s is that the process of stabilization, difficult or 
not, is a prerequisite for rapid economic growth. Moreover, this process should 
be supplemented by four measures: the estabishment of an (more) indepen- 
dent central bank to assure confidence and stability , like in Argentina, Chile, 
Mexico and Venezuela; incomes policy to take the sting out of stabilization; 
improving the supply side and increasing real aggregate demand to stimulate 
economic growth; and access to the world capital market to draw upon external 
financing. 


Guillermo Ortiz’s comment — delivered by Martin Werner — addresses 
Dornbusch’s view on the Mexican economy. Ortiz points out that the compos- 
ition of investment is left aside. He argues that in the last decade the Mexican 
economy experienced a fundamental transformation due to a surge in private 
investment. With respect to the overvaluation of the currency, he stresses that 
— prior to the current stabilization — the peso had experienced a strong devalu- 
ation. Therefore, the following appreciation process is a natural — and not 
necessarily negative — consequence of the reform process. 
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Some Personal Conclusions 
(Sylvester Eijffinger) 


What may be concluded from the papers, comments and discussions presented 
at this conference? I think at least three general conclusions can be drawn on 
the conduct of monetary policy and the position of the central bank not only in 
Western Europe and North America, but also in Central and Eastern Europe, 
Latin America and other continents. Of course, these conclusions are not 
exhaustive. 


The first conclusion is associated with what are, in my opinion, the two basic 
elements of monetary policy making in the main industrial countries. The 
conduct of monetary -policy comprises a structural element, based on the degree 
of central bank independence, and a cyclical element, depending on the 
influence of the political cycles on policy decision making by the central bank. 
With the overall tendency to establish (more) independent central banks in 
many countries, the structural element increases and, thus, the cyclical element 
decreases but will never vanish completely. Even in countries with a very inde- 
pendent central bank (e.g. Germany, the Netherlands and Switzerland) 
monetary policy making is still influenced to a lesser extent by the political 
cycle. 

Nevertheless, both theory and empirical evidence give further support to the 
well-known inverse relationship between the degree of central bank indepen- 
dence and the level of inflation. Moreover, neither theory nor empirical 
evidence find a clear-cut relationship between central bank independence and 
the level of real output growth in the long run. Hence, there is wide-spread 
support for the proposition that having an independent central bank is like 
having a free lunch: the benefits of lower inflation are high and the costs in terms 
of real output growth are not apparent. 

The absence of a long-run trade off between inflation and economic growth 
has also important implications for the rules versus discretion debate in 
monetary policy. Independent central banks will put much emphasis on rules 
for monetary growth (if they have an internal target) or for their exchange rate 
vis-a-vis the anchor country (if they have an external target) to reach and 
maintain the goal of price stability. Dependent central banks will place more 
weight on discretion both in case of monetary targets and of exchange rate 
targets. Although there have been changes in the trade off between rules and 
discretion during the postwar period in the main industrial countries, these 
changes were relatively greater for dependent central banks (like the Federal 
Reserve and the Bank of England) than for independent central banks (such as 
the Deutsche Bundesbank and De Nederlandsche Bank). 
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The second conclusion is that the earning of reputation in the financial markets 
is best achieved in “bad weather” (low economic growth) rather than in “good 
weather” (high economic growth). Naturally, the independence of a central 
bank is the basis for its reputation and credibility. However, only in periods of 
low (or even negative) economic growth can an independent central bank 
prove its decisiveness to stick to the ultimate goal of price stability by not 
accommodating inflationary pressures from politicians, labour unions and 
other economic agents. Just then this stubbornness of the central bank not to 
inflate and to stimulate economic growth will pay in the long run because of the 
higher reputation of that central bank in the financial markets and, thereby, of 
a less than otherwise necessary restrictive monetary policy in future. 

In this respect one may compare the German—Dutch model (the 
Bundesbank and De Nederlandsche Bank) with the Anglo-Saxon model (the 
Federal Reserve and the Bank of England). Both the Bundesbank and De 
Nederlandsche Bank cherish their image of a “hard-nosed” policy maker 
preserving and extending their reputation and, thus, reducing inflationary 
expectations. On the contrary, the Federal Reserve and the Bank of England 
behave more as a “soft-nosed” policy maker excavating their reputation (“too 
little, too late”). Therefore, these central banks conduct a stop-go policy 
raising inflationary expectations and uncertainty and, subsequently, risk 
premia demanded by investors. 

The mobility of international capital flows and the integration of financial 
markets in most industrial countries have made the reputation and credibility 
of the central bank its only instrument of monetary policy. Therefore, politi- 
cians and other policy makers should restrict themselves as much as possible 
from policy advice to their central bank. Otherwise, they force the central bank 
to prove its reputation unwillingly by a more than necessary restrictive 
monetary policy. 


The third conclusion is that every country gets the central bank it deserves. 
. Although one could favour a (very) independent central bank for every country 
(based on the theoretical and empirical arguments given before), not every 
government or public will accept such a position of its central bank. In this 
respect, the difference between the German-Dutch model and the Anglo- 
Saxon model is also striking. 

In Germany and the Netherlands public and, thereby, political support for 
an independent central bank and a policy directed to monetary stability is wide- 
spread and overwhelming. The Bundesbank and De Nederlandsche Bank 
know that their policies are backed by the vast majority of the people. This puts 
them in a relatively comfortable position. 

However, in countries such as the United States and the United Kingdom 
central banks have a limited autonomy. Government and parliament may give 
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directives to the central bank or even override its decisions. The Federal 
Reserve has some autonomy in monetary policy making but is “independent 
within government”. If the Federal Reserve would conduct a really restrictive 
monetary policy (e.g. in the early 1980s under Chairman Volcker) for a long 
time, it is almost certain that Congress will ultimately restrict its legal autonomy 
further by amending the Federal Reserve Act. The Bank of England is clearly 
less independent than the Federal Reserve. British politicians and policy 
makers are always stressing the accountability of the central bank to 
parliament. 


Finally, in many countries the position of the central bank is being discussed 
and sometimes new legislation is underway. Especially in Europe, the process 
of monetary integration has triggered a trend to make central banks more inde- 
pendent: the Banque de France, the Banca d'Italia, the Banco de Espana and, 
perhaps in the future, the Bank of England. However, it should be emphasized 
that /egal independence is a necessary but not a sufficient condition for the 
actual independence of a central bank. In my opinion, actual independence 
implies a tradition and culture of monetary stability not only within the central 
bank but also within the government and parliament of that country. Such a 
tradition will not be established overnight. 
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